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UNITED STATES MONETARY AND ECONOMIC
POLICY

Wednesday, April 30, 2003

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The committee met, pursuant to call, at 10:00 a.m., in Room
2128, Rayburn House Office Building, Hon. Michael G. Oxley
[chairman of the committee] presiding.

Present: Representatives Leach, King, Lucas of Oklahoma, Paul,
Gillmor, Ryun, Manzullo, Ose, Biggert, Miller of California, Hart,
Capito, Tiberi, Feeney, Hensarling, Murphy, Brown-Waite, Barrett,
Harris, Frank, Waters, Maloney, Gutierrez, Velazquez, Watt,
Hooley, Carson, Sherman, Meeks, Lee, Inslee, Gonzalez, Capuano,
Ford, Hinojosa, Lucas of Kentucky, Crowley, Israel, McCarthy,
gaca, Matheson, Miller of North Carolina, Emanuel, Scott, and

avis.

The CHAIRMAN. The committee will come to order. Today’s hear-
ing is on U.S. economic and monetary policy, and we are honored
to be joined again by the Honorable Alan Greenspan, Chairman of
the Federal Reserve Board of Governors. Before we get started the
Chair has a few housekeeping announcements.

First, pursuant to the Chair’s prior announcement in the rules
of the committee, opening statements will be limited to the Chair
and ranking minority member of the full committee and the Chair
and ranking member of the Subcommittee on Domestic and Inter-
national Monetary Policy, Trade and Technology for a total of 16
minutes evenly divided between majority and minority. All mem-
bers’ opening statements will be made part of the record.

Secondly, in an effort to permit all members an opportunity to
question Chairman Greenspan, for purposes of questioning the wit-
ness under the 5-minute rule, the Chair will first recognize major-
ity members who did not get an opportunity to question Chairman
Greenspan at his last appearance before recognizing other mem-
bers. The Chair will recognize minority members based on the list
submitted by the ranking minority member. The Chair recognizes
himself for a brief opening statement.

Good morning, Mr. Chairman, and welcome back. First of all, 1
would like to thank you for your generosity in agreeing to come
back to the committee and continue the round of questions for
members who weren’t able to speak with you in February. Second,
let me offer my congratulations on the President’s comments last
week that he would reappoint you to another term as Chairman
when your term expires next summer. I am sure I speak for the
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entire committee when I say we appreciate the strong and steady
hand you have exerted in the control of monetary policy.

A great deal has happened in the 10 short weeks since you testi-
fied before this committee. On February 12, when you were last
here, the war on Iraq seemed certain but its length and outcome
were certainly less so. Today we know that the war was quick, the
dictator was ousted and a free Iraqi people are on their way to a
new and more democratic government. Back in February, the
economy’s fundamentals looked good, but uncertainties about the
war and energy prices made it difficult to predict an economic turn-
around. Now with those issues out of the way, the consensus is for
gradual but steady recovery.

Of course, Mr. Chairman, as you know, there are plenty of things
that can throw the recovery off track; namely, the continued weak-
ness of the global economy and, as yet unknown, the facts of the
SARS epidemic. That is why I believe it is so important to enact
the President’s jobs in growth program. It is important to note that
the President isn’t seeking a short-term stimulus. Instead, Mr.
Chairman, the President is seeking long-term restructuring of the
Tax Code of the sort that you have tended to favor over time and
that you embraced in your February appearance. I am particularly
interested in the dividend tax cut and its benefits to investors for
the capital markets and for corporate governance. As to the other
parts of the President’s jobs in growth package, you have always
said, Mr. Chairman, you believe that tax predictability is important
and that in general the lower taxes are and the less government
spends, the better, and I certainly couldn’t agree more.

Mr. Chairman, I think most in this room would agree that there
is no better time to cut taxes than during an economic slowdown.
It is a little harder to reach into the wallet but now is when it real-
ly counts.

In closing, I think the early indicators are moving in the right
direction and that the economy may finally be ready to rally. Since
the war we have had indications that consumer spending is up, the
market seems to be recovering, and just yesterday we learned that
consumer confidence took its biggest jump since March of 1991.

Again, Mr. Chairman, I thank you for your consideration in re-
turning to the committee, and I now yield to the ranking member,
the gentleman from Massachusetts, Mr. Frank.

Mr. FRANK. I join the Chairman in extending our appreciation to
Mr. Greenspan for giving us this return engagement to accommo-
date this large number of members and also I have had a longtime
interest in trying to rebut stereotypes. And Mr. Greenspan, I mean
this quite seriously, for you, given where you are, what you have
done, your age, your health, for you to be continuing as if none of
this was of any moment and that the only important thing was
doing your job really is an important lesson that I hope other peo-
ple learn from. So I appreciate not just what you do but the way
in which you do it. And I apologize for making a big deal out of
something which I am congratulating you for not making a big deal
out of, but I do think that needed to be said.

When you were here last time, you were asked and will be asked
again about one central question, which is what is the relevance of
a deficit, an ongoing deficit, an increasing national debt to our eco-
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nomic performance. We have had a great deal of debate back and
forth about the role of the deficit. When I first got into politics,
deficits were considered to be a bad thing and they were used as
weapons against people held responsible for them. In the 1990s, a
consensus appeared to have emerged in a bipartisan way that defi-
cits should be brought down, that the debt should be brought down,
and surpluses were a good thing particularly in normal economic
times, particularly in good economic times and we were making
progress in bringing it down. There was some general sense this
contributed to the climate in which long-term interest rates could
be lowered.

We are now in a reverse situation. We are in a situation in which
the national debt is climbing back up again. You noted when you
were here before us last time that we will begin to run into a prob-
lem in the teens of this century with regard to the demands of
Medicare and Social Security. Many of us believe that this is di-
rectly relevant because the question is do we get to that point with
a very large debt or have we begun to bring that debt down. They
are not two separate entities. But what happens leading up to that
period in terms of the debt has a lot to do with our capacity to deal
with it. And in particular, we have this public policy issue, which
is whether or not at this point it is appropriate to substantially re-
duce Federal revenues. I say substantially reduce, because quantity
has become a new issue here. And I have to say as a liberal I am
used to people saying oh, we don’t value money enough and people
have said you treat a couple of billion of dollars as if it is nothing.
Well, I guess in that category now I am officially a piker because
the President of the United States has just announced that $350
billion is, to use his technical economic term, itty-bitty. If $350 bil-
lion is itty-bitty, then I guess I have more ability to talk about
money than before.

And I assume, by the way, and I look forward to seeing this
graphically represented, there is this group, the Club for Growth,
or the Clubbers for Growth, who have begun to put pressure on Re-
publicans who dare dissent and having accused Senator Voinovich
and Senator Snowe of French leanings, I can just imagine what
they will do with itty-bitty. I look forward frankly to seeing the
next commercial in which Senators Voinovich and Snowe are in
yellow polka dot bikinis. I guess I really don’t look forward to that,
but it may happen. So when we have the President announcing
that $35 billion a year, $350 billion over 10 years is itty-bitty then
I am worried. Unfortunately, you know, to quote another former
Senator, an itty-bitty here and an itty-bitty there and pretty soon
you are talking about a lot of itty-bitty. And the question we have
for you is what is the impact of this.

Now I was interested to note the study from Mr. Laubach which
does argue what many have argued that there is a correlation be-
tween increasing national debt and interest rates, and I would be
interested in your evaluation. I realize that not everything is offi-
cial and one of the things for which we value the Fed is the first
rate economic research you turn out, and not everybody agrees
with everything but this seems to me to be pretty persuasive.

Finally, let me say here is what worries me. I think we are in
the midst of bait and switch. We have had people who argued that



4

deficits were a terrible thing suddenly changing their position. In-
deed, I am reminded of—unfortunately he is French, Henry of
Navarre, who became Henry IV of France. When he was the heir
to the French throne, he was told that as a Protestant he could not
become the King of France so he converted, and when asked about
that said Paris is worth a mass. Well, we have had people, we have
the Secretary of the Treasury, the Chairman of the Council of Eco-
nomic Advisers-to-be, the Chief Economic Advisers to the Presi-
dent, there are people who historically have been critical of deficits.
And I suddenly find now that their past criticism of deficits has
somewhat changed. And I wonder whether the modern version of
Paris is worth a mass has become Washington is worth a deficit.
And I wonder why people would have changed.

What I am afraid of is this: If they haven’t really changed, if it
is bait and switch, that people are now pooh-poohing the deficit be-
cause they want to get a tax cut. But the real reason for the tax
cut is not to be stimulative. As the chairman said, it is not aimed
at short-term stimulus. The real reason is they want to reduce the
revenues of the Federal Government because philosophically they
don’t think it is a good idea to have a country in which there are
program expansions. And once they have succeeded in getting a tax
cut, a double itty-bitty, and have increased the deficit, they will re-
turn to their previous deficit professions and try to use that as an
argument for reducing Social Security benefits, for further cutting
Medicare and for making other cuts.

I appreciate again your willingness to come here and I look for-
ward to your evaluation of this important issue with the inter-
activity of deficits and interest rates.

The CHAIRMAN. The gentleman’s time has expired. The gen-
tleman from New York, Mr. King.

Mr. KiNG. Thank you, Mr. Chairman. Mr. Chairman, it is a
pleasure to have you here. I commend you on your quick recovery
and on your stamina. I am going to make a very brief statement,
but I look forward to the questions today. I look forward to your
statement. And if you could cover certain areas, one of which
Chairman Oxley touched on in his opening statement, the economic
impact, the potential economic impact of having a quick victory in
Iraq to the extent that that is going to restore investor confidence,
that perhaps is going to bring in businesses that were on the side-
lines waiting to see what was going to happen with the war, the
positive impact, if any, that will have on the economy; also on the
decrease in energy, decrease in oil prices, the impact that will have
on the economy as far as putting more money into people’s pockets,
the stimulative effect that that could have in the short term and
perhaps even the long term.

On a negative aside, I would be interested in the impact that the
financial crisis that State and local governments are facing, what
that will have on the overall economy as to whether or not Federal
policy or national policy could be enough to bring it forward or
whether or not that is going to be a permanent anchor on overall
economic growth, the fact that there are so many large deficits
being faced by local governments which are going to cause tax in-
creases in some cases, layoffs in another, combinations of both in
others and the negative impact that will have.
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Also following up on what Congressman Frank said, I am obvi-
ously on the other side of this issue. I would be interested to the
extent that you could address the long-term impact of tax cuts as
far as actually increasing revenues, providing long-term growth
and restructuring that is, I believe, necessary to the long-term
growth of the economy.

With all of that, all of us look forward to your testimony, and
again I want to commend you on making such a quick recovery and
being here. I think some of us could have used your condition—if
it was me I would probably use it as an excuse to take 6 weeks
off and tell my constituents how sick I was and how they should
pray for me. But as I said you are an inspiration to all of us.

The CHAIRMAN. The gentleman’s time has expired. The
gentlelady from New York, Mrs. Maloney.

Mrs. MALONEY. Thank you, Mr. Chairman, and thank you, Mr.
Chairman, for being here today. Your appearance before this com-
mittee is extremely timely. Just yesterday, Treasury announced
that it will need to borrow $79 billion this quarter, a startling re-
versal of more than $100 billion from recent projections. This is
just another step in the massive fiscal reversal the Federal Govern-
ment has experienced in the last two years. Today, using the ad-
ministration’s own estimates, the deficit is forecast at $304 billion
for 2003, in contrast to the $236 billion surplus the President in-
herited when he took office. When the costs of war and rebuilding
Iraq are factored in, the forecasts are even bleaker. In the short
term, deficits may be acceptable if they are forecasted on getting
the economy moving.

Unfortunately, the Congressional Budget Office macroeconomic
analysis of the President’s budget found little economic benefit
from his financial and tax plan. CBO did note the impact on the
deficit of the President’s budget, a staggering $2.7 trillion through
2013. Independent economists at the IMF issued similar findings
recently, saying of the economic plan and tax cuts, and I quote
from the IMF, if enacted in full, they will significantly worsen the
medium term fiscal position, unquote.

Perhaps the most unfortunate aspect of this deficit growth is that
the administration’s plan is overwhelmingly backloaded and not fo-
cused on putting people back to work today. This is an exception-
ally serious problem as unemployment is close to 6 percent nation-
ally. In my home city it is 8.8 percent. And nationally for African
Americans it is 10.2 percent. These numbers, as you know, only
cover those who are looking for work, not the growing number of
people who are underemployed or who have given up looking for
work, nor does it include the 100,000 reservists who have gone to
the Gulf and will come home to reclaim their jobs.

I hope you will address the impact of the administration’s eco-
nomic tax plan on job creation, and I also look forward to your com-
ments on inflation. Inflation appears to have fallen below the Fed’s
implicit target, specifically a measure that I know that you watch
closely. The deflector for personal consumption expenditure has
dropped to .9 percent, very close to zero. I hope that you will ex-
press your level of concern with this number and what changes and
tactics or strategy the Federal Reserve is contemplating to deal
with it.
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Again, I thank you for your service to our country and I thank
you very much for being with us today.

The CHAIRMAN. Gentlelady’s time has expired. We now return to
the distinguished gentleman, Chairman of the Fed, Mr. Greenspan.

STATEMENT OF THE HON. ALAN GREENSPAN, CHAIRMAN,
BOARD OF GOVERNORS, FEDERAL RESERVE SYSTEM

Mr. GREENSPAN. Mr. Chairman and members of the committee,
I am pleased to have this opportunity to update you on the develop-
ments of the U.S. economy since mid-February, when I presented
the Federal Reserve’s semiannual monetary policy report.

At that time, I noted that the economic expansion over the pre-
ceding year had been modest. Spending by households had contrib-
uted importantly to the gains in economic activity. The Nation’s
strong underlying productivity performance was providing ongoing
support for household income. That rise in income combined with
low interest rates, reduced taxes, and the availability of substantial
home equity had spurred solid gains in consumer spending and a
robust advance in residential construction.

In contrast, although the contraction in capital spending ap-
peared to have slowed, we had yet to see any convincing signs that
a sustained pickup in business spending was emerging. Moreover,
heightened geopolitical tensions were adding to the already consid-
erable uncertainties that had clouded the business outlook over the
preceding three years. The general climate of caution in the busi-
ness sector was manifest in a number of ways, including restrained
hiring, reluctance to invest in new capacity, and aggressive actions
to maintain low levels of inventories.

In late February and early March, the risks and uncertainties
surrounding the economic outlook intensified as the range of possi-
bilities for the timing, duration, and economic consequences of the
impending war in Iraq appeared to widen. In financial markets, a
greater sense of caution among investors seemed to bolster the de-
mand for Treasury and other fixed-income securities at the expense
of equities. The price of crude oil moved up as did the prices of gas-
o}lline and home heating oil and consumer confidence sagged fur-
ther.

After picking up in January, payroll employment and manufac-
turing production turned down again in February and March.
When the onset of the war became imminent, financial markets
rallied and the price of crude oil dropped back. Market participants
seemed buoyed simply by the elimination of uncertainty about the
timing of the start and hence the end of hostilities, although still
a significant amount of unease inevitably remained about the way
the war might progress and how severely it might disrupt oil pro-
duction and economic activity.

In such an environment, we had little ability to distinguish tem-
porary changes from more persistent shifts in underlying economic
trends. For that reason, the Federal Open Market Committee at its
March 18 meeting refrained from making a determination about
the balance of risks with respect to its long run goals of price sta-
bility and sustainable economic growth. At the same time, we
stepped up our surveillance of economic developments. As part of
that surveillance, we received virtually continuous information
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from commodity and financial markets. The price of crude oil is
now well below its peak of early March as the potential for serious
supply disruptions in world oil markets has diminished. Broad eg-
uity indexes remain well above their lows of mid-March and have
been boosted most recently by incoming information on first quar-
ter earnings that market participants appear to view as generally
positive.

In contrast, six weeks after the beginning of the war, we have
only limited readings on broader economic conditions and that in-
formation has been mixed. Households appear to have become
somewhat less apprehensive about the economic outlook in recent
weeks, though reports from businesses have not exhibited a similar
improvement in tone. Consistent with this, the persistent high
level of new claims for unemployment insurance suggests that
firms may still be finding it possible to meet their customers’ tepid
increases in demand with a leaner workforce.

Going forward, some further unwinding of the economic tensions
that have been associated with the situation in Iraq seems likely.
As that occurs, the fundamental trends shaping the economic out-
look should emerge more clearly.

As I indicated when I met with you earlier this year, I continue
to believe the economy is positioned to expand at a noticeably bet-
ter pace than it has during the past year, though the timing and
extent of that improvement remains uncertain. Fundamentally, the
long run growth potential of the economy remains solid and the en-
hanced flexibility inherent in that trend imparts resilience against
shocks of the kinds that we have experienced in the past few years.

Unfortunately, the future path of the economy is likely to come
into sharper focus only gradually. In the interim, we will need to
remain mindful of the possibility that lingering business caution
could be an impediment to improved economic performance.

As you may know, the consensus of economic forecasters is that
a material rebound in economic activity will develop in the second
half of this year and certainly a number of elements should be
working in that direction. The recent improvements in financial
markets that I noted earlier, if maintained, would seem to suggest
a turnaround in capital spending. In this regard, the ongoing de-
cline in risk spreads in corporate bond markets so far this year is
an encouraging development. To be sure, spreads remain high by
historical standards but the constraint imposed by last fall’s huge
run-up in risk premiums now appears to have been put largely be-
hind us.

In addition, businesses should see some relief from the pressure
on profit margins that had developed in recent months as energy
prices rose sharply. An improvement on this front could be a posi-
tive development for capital spending. A modestly encouraging sign
is provided by the backlog of orders for nondefense capital goods,
excluding aircraft, which has been moving up in recent months.
Households, too, are likely to welcome lower energy bills and a con-
tinuation of favorable conditions in mortgage and credit markets.

As you know, core prices by many measures have increased very
slowly over the last six months. With price inflation already at a
low level, substantial further disinflation would be an unwelcomed
development, especially to the extent it put pressure on profit mar-
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gins and impeded the revival of business spending. The balance of
influences on inflation and economic activity will be among the
subjects of discussion by the Federal Open Market Committee
when it meets in six days.

Mr. Chairman, I look forward to your questions.

[The prepared statement of Hon. Alan Greenspan can be found
on page 71 in the appendix.]

The CHAIRMAN. Thank you, Mr. Chairman. And let me recognize
first the gentleman from Iowa, Mr. Leach.

Mr. LEACH. Thank you, Mr. Chairman. Mr. Chairman, could you
comment on the reasons and implications of weakening exchange
rate of the dollar vis-a-vis the Euro. And secondly, has the Fed
done any studies or are you prepared to comment on the economic
implications of the spread of disease, particularly AIDS and SARS?

Mr. GREENSPAN. Mr. Leach, as I think I have indicated on nu-
merous occasions, we in this government have a special agreement
amongst us that stipulates that any comments with respect to the
exchange rate be left to the Secretary of the Treasury as our gen-
eral spokesman. And as much as I would like to comment, I am
obligated not to and I apologize.

Mr. LEACH. Do you have the same rule with the NIH on disease?

Mr. GREENSPAN. No. And therefore I am fully able to expose to
you my lack of knowledge on a lot of these issues. There is not ter-
ribly much I can add to the issue of AIDS. That is a fairly well un-
derstood and very devastating process, and it is clearly doing ex-
traordinarily unfortunate and negative things to a number of areas
in the world, especially in Africa.

The SARS issue is more recent, more uncertain and more dif-
ficult to pin down, but we know certain things. We know it has had
a very major negative impact on air transport obviously, vacations,
all aspects of the type of holiday parts of our economy, if I may put
it that way, which rests on travel and visits. Since a fairly signifi-
cant part of Southeast Asia does rest on travel and tourism, it is
beginning to have some effect specifically in Hong Kong, to a lesser
extent in Singapore and China, but it is pretty much contained in
that area. As you know, the World Health Organization just re-
cently indicated that Vietnam has contained SARS. There is very
little evidence that outside of the tourist-related aspects of the
economies in Southeast Asia that much has been impacted.

You have to remember that there are one-and-a-quarter billion
people in China and even though the numbers on SARS are large,
they are clearly just a negligible part of the total at this stage. But
it is clearing having some modest effects.

Our concern would largely be the fact that in the manufacturing
area, because we have just-in-time techniques fairly sophisticatedly
tied into many of the production operations in Southeast Asia, that
if the production part began to be eroded by absenteeism or other
issues which would contain production, it could feed back into the
United States through the just-in-time processes. To date, there is
just no evidence of that. Apparently, production is being main-
tained and we see no backing up in any significant way of supply
lines in the United States.

Mr. LEACH. Thank you, sir.



9

The CHAIRMAN. Gentleman yields back. The gentlelady from New
York, Ms. Velazquez.

Ms. VELAZQUEZ. Thank you, Mr. Chairman. Chairman Green-
span, the questions I am going to ask you I am going to make them
based on the role that I play in the House Small Business Com-
mittee, and I want to take advantage of your presence here to help
me understand the President’s stimulus package. He is proposing
an enormous stimulus package, the centerpiece of which is a divi-
dend tax cut for large corporations. During previous testimony be-
fore Congress, you stated that you support the principle of the re-
peal of the dividend tax. One of the many problems I have with the
dividend tax cut is that it offers no relief to millions of small busi-
nesses that are organized as S corporations, partnerships and indi-
vidual owners who will see no benefit from the repeal. The divi-
dend tax cut is going to create a tremendous incentive to put your
investment dollars into companies that can issue these tax cut free
dividends.

Mr. Chairman, can you explain how investment dollars will not
be shifted away from small and mid-sized firms to these large cor-
porations who benefit from the repeal of the dividend tax cut?

Mr. GREENSPAN. Well, Congresswoman, I think it is important in
the context of the President’s proposal to recognize that there is not
only a significant reduction or in fact, depending on how one ulti-
mately decides this, the potential full elimination of the double tax-
ation of dividends, but there are also significant cuts in marginal
tax rates. So far as Subchapter S corporations owners are con-
cerned, that clearly is a far more significant factor for them than
would be the issue of elimination of the double taxation of divi-
dends, although obviously I am certain that owners of Subchapter
S corporations are significant holders of common stock.

I must say to you, Congresswoman, I am a very strong supporter
of expanding the scope of Subchapter S corporations, because in a
sense that also eliminates the double taxation of dividends. That
is in fact what a Subchapter S corporation does. So in that regard,
owners of Subchapter S corporations have already had the double
taxation eliminated. And I would hope that we could expand that
particular form of organization, because as I am sure you are more
aware than I, a major part of economic growth in this country
comes out of small business, certainly the vast proportion comes
out of small business. Anything we can do in that regard to en-
hance expansion of small business I think is in the national inter-
est without question.

Ms. VELAZQUEZ. Small businesses represent nearly 99.7 percent
of all businesses. Small businesses employ collectively more than
half the private sector workforce and generate about three-fourths
of net new jobs each year. In addition, these firms also generate
more than half the revenue of all U.S. Firms. As Congress con-
tinues to consider the size of the final tax cut package, it is un-
likely that both the dividend tax repeal that large businesses favor
and the accelerated income tax cut and expensing provisions that
small businesses favor will both pass. If you had to choose which
of these provisions will better stimulate domestic economic growth,
which one would you choose?
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Mr. GREENSPAN. I would choose to abstain from answering that
question. First of all, I will not and hope I don’t have to be pressed
to get into answering details of the President’s package. But these
are complex issues and there are a lot of different analysts who
come up with different judgments, and I think the second panel
will be glad to address that in some detail. In fact, you will prob-
ably not be able to prevent them.

Ms. VELAZQUEZ. Mr. Greenspan, I am tired of hearing all the
time when people want to lecture us about our economy how great
small businesses are for our economy, that they are the fuel for the
engine of our economy and they are the ones who take us out of
recession, but when it comes to the final package I just want to
make sure that those provisions that are going to help small busi-
nesses who will stimulate economic growth will be there.

Thank you, Mr. Chairman.

The CHAIRMAN. The gentlelady’s time has expired. The gen-
tleman from New York, Mr. King.

Mr. KiNG. Chairman Greenspan, in your statement and other
economists seem to feel that the economy is growing stronger and
especially in the second half of this year we should see more
growth. Let me ask two questions, one involving national and one
international, as to what could be the impediments to that growth
and see what your response is.

One is that no matter how strongly based our economy is, how
far forward can we go if overseas economies continue to be weak,
particularly Western Europe and Japan? And secondly on that line,
especially Japan, how tied to our economy is Japan? How tied is
Japan’s economy? Are we—as far as talking about large scale long-
term growth, is there an opportunity for Japan to do anything
more, because there is economic malaise there that seems to have
been going on up for a better part of a decade.

Secondly, on the domestic front, one of the strong points of our
economy consistently in recent years has been the housing market
and the housing starts. With local and State governments faced
with budget cutbacks or budget problems, that is inevitably going
to result in property tax increases. How will those property tax in-
creases impact on housing starts and on the housing segment of
the economy?

Mr. GREENSPAN. First of all, if you look across the spectrum of
major economies in the world, we are clearly the most resilient and
potentially the most productive of all. There is no doubt that we
depend upon and have gained very significantly from international
trade and obviously that is determined to a substantial extent by
the general level of economic activity in the world at large. So
clearly, if Europe and Japan are weakened, it will impact on us.
But we are still very substantially a self-contained economy and we
have huge markets here, indeed everyone wants to come here as
you well know. So I would think that yes, residual weakness in Eu-
rope and Japan will have a negative effect but not a very large one.

Far more important is the apparent underlying, still unexploited,
fairly significant capital investments with potentially significant
profitability over the longer run, which I mentioned here on numer-
ous occasions and specifically did so last February. That outlook
has not changed and, if anything, it is something that is far more
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important to project in the longer-term U.S. outlook than anything
else that is going on elsewhere.

To be sure, Japan is having very considerable difficulties. They
have had them for quite a long period of time. That underlying
trend is already built-in, if I may put it that way, to our relation-
ship with them in an economic sense. I am not going to say it is
discounted, but we have adjusted to that particular state of affairs.
So I am not terribly concerned about the international impact on
the American economy as such.

So far as the housing issue is concerned, it is certainly the case
that it just remains continuously buoyant. Mortgage interest rates
have been kept down quite significantly. There is still significant
refinancing going on even though it is clearly off some of the astro-
nomical peaks that we have just seen, but it is pretty viable. And
housing starts and sales and existing home sales all continue to
look reasonably good. To be sure, if you raise property taxes, it will
have some effect, but my impression is that the order of magnitude
of the types of changes that are likely to occur are sufficiently
small as to probably be lost in the rounding with respect to the via-
bility of home construction and its importance to the American
economy.

Mr. KING. Thank you.

The CHAIRMAN. The gentleman yields back. The Chair now recog-
nizes the gentlelady from Indiana, Ms. Carson.

Ms. CARSON. Thank you, Mr. Chairman, for being here and I am
glad to see you are on the rebound. Hope you continue to do that.
I have a very quick question here and I know that you said you
don’t want to get into defending the President’s tax package and
if it is one of these questions, I will yield back. The President has
now equated tax cuts with jobs and called for a first round tax cut
bill of at least $550 billion. The recovery is now through 2013.
Given that I represent Indianapolis, where we experience a high
rate of bankruptcies, high rate of home foreclosures, high rates of
unemployment, probably one of the highest segments around the
country, I am wondering if you could feel free to say whether or
not you believe that in fact the stimulus in terms of job recovery,
the $550 billion tax cut.

Mr. GREENSPAN. Well, Congresswoman, I haven’t changed my
view from where I was at this committee in February. I am in
favor of the elimination of the double taxation of dividends. In fact,
I am very strongly in favor of reducing taxes on capital per se on
the grounds that I believe it slows the economy and effectively un-
dercuts income growth through all areas of the income distribution.

So in general, I strongly support those types of tax cuts which
remove burdens off capital. But as I also indicated in February,
and indeed as I indicated back in September, I was very much con-
cerned that the budget rules—which had been, in my judgment,
surprisingly effective, specifically PAYGO and discretionary caps—
were being essentially allowed to lapse and that I strongly sup-
ported their continuation, which in my recollection, was due to ter-
minate in the House on September 30, and I strongly advocated
continuing those.

Now if they had been continued, if I were testifying on a par-
ticular project, I could be strongly supportive of certain types of tax
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cuts, as indeed I am but in the context of PAYGO and a recognition
of the necessity to contain what I perceive to be a trend toward in-
creasing budget deficits. And that left me with the conclusion that
we needed to curb spending far more significantly than we did. In
my judgment, that type of package would, over the long run, be
conducive to a better degree of economic growth and one would pre-
sume that at least part of that would be reflective in a significant
increase in job creation.

Ms. CARSON. I yield back, Mr. Chairman.

The CHAIRMAN. Gentlelady yields back. The gentleman from
Ohio, Mr. Gillmor.

Mr. GILLMOR. Thank you, Mr. Chairman. I have a couple of ques-
tions regarding the Fair Credit Reporting Act. You have stated that
the FCRA national standards ought to be made permanent be-
cause, among other things, limits on the flow of information among
financial market participants or increased costs resulting from re-
strictions that differ based on geography may lead to an increase
in the price of or reduction in the availability of credit. In light of
the important role that consumer credit has on the economy, could
you explain whether such limits or information flow or increased
costs would have a positive or negative effect on the economy?

Mr. GREENSPAN. Well, Congressman, we have a really extraor-
dinary consumer credit market. It has become unbelievably com-
plex and sophisticated. It was not that many decades ago that most
small bankers, and most bankers were small bankers, pretty much
knew the credit capability of those to whom they lent and they had
pretty sophisticated ways of controlling credit risks and those mar-
kets worked.

But as we got ever larger and more sophisticated, it was no
longer possible for each individual borrower to be readily evaluated
in that old-fashioned way. And what occurred was the development
of a rather extensive credit bureau-type system which collected in-
formation on the credit characteristics of various different bor-
rowers and set up the capability of being able to judge individuals
more or less on the basis of their credit records.

There have been a lot of complaints about inaccuracies and all
of that and I am fully aware of that, and I think efforts are being
made to minimize that sort of problem. But there is just no ques-
tion that unless we have some major sophisticated system of credit
evaluation continuously updated, we will have great difficulty in
maintaining the level of consumer credit currently available be-
cause clearly without the information that comes from various
credit bureaus and other sources, lenders would have to impose an
additional risk premium, because of the uncertainty, before they
make such loans or indeed choose not to make those loans at all.

So it is clearly in the interests of consumers to have information
continuously flowing into these markets. It keeps credit available
to everybody, including the most marginal buyers. It keeps interest
rates lower than they would otherwise be because the uncertainties
which would be there otherwise will not be there. And as I have
indicated previously to a similar question the last time I was here,
I think it is terribly important that we continue forward in this
type of credit evaluation process.
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Mr. GILLMOR. I think you answered what my second question is,
how that might lead to a reduction of the ultimate sharing of risks
and rewards. Where do you think the likely market impact of State
imposed restrictions on prescreen offers of creditor insurance and
in particular would consumers in rural or underserved areas have
less access to creditor insurance or pay more?

Mr. GREENSPAN. I have been in favor of national standards here
for reasons which are technically required. If you have very signifi-
cant differences State by State, it would be very hard to maintain
as viable a system as we currently have.

Mr. GILLMOR. Thank you, Mr. Chairman.

The CHAIRMAN. Gentleman yields back. The gentleman from
Massachusetts, Mr. Frank.

Mr. FRANK. Mr. Greenspan, the study that was done by Thomas
Laubach, if I pronounced it correctly, in March and I understand
it is not officially endorsed, but his conclusion is that there is a
four or five basis point increase in long-term interest rates in re-
sponse to a percentage point increase in the debt to GDP ratio.
That is in his conclusion on page 13. As I look at CBO’s official
statements here, in 2013, the end of our 10-year projection, accord-
ing to CBO, on the baseline, the percentage ratio there was to be
16.8 percent. That was the baseline. Their estimate based on the
President’s submitted budget is 32.2 percent. That is an increase
of 14 points. Now using Mr. Laubach’s formula, that becomes about
a .6 percent increase, about 60 basis points, between 56 and 64 per-
cent. We are not in an area of exactitude and I realize the Presi-
dent’s budget was not enacted or adopted, but it is a close approxi-
mation. Do you think that is a plausible estimate of the effects of
the President’s budget as opposed to the baseline?

Mr. GREENSPAN. Congressman, I can’t comment on the specific
calculations, but I can comment on the study itself. I thought it
was an exceptionally good study. It is interesting because in years
past it has always been difficult to infer the impact of what deficits
did to interest rates, and the reason for that is there was a tend-
ency to use as the interest rate involved either the 10-year Treas-
ury note or in some cases the 30-year bond. Now what we know
about interest rates is that a 10-year note, for example, is effec-
tively a weighted average of a whole series of short-term rates be-
tween zero or one day and 10 years and that with the business
cycle inducing very significant movements in short-term rates,
what tended to happen in periods of recession when deficits went
up, you would find that the 10-year note went down contrary to
what one would expect.

What Laubach did, which a number of economists do for other
reasons, was essentially to endeavor to smooth out the business
cycle and the short-term rate impact on the 10-year Treasury and
effectively ask what is the impact on that part of the Treasury
note, as I recall it, that is essentially five-year interest rates five
years from today. And somewhat to my surprise, it came out far
more robust as the relationship indicated that the greater the def-
icit, the greater the long-run interest rate.

Mr. FRANK. In other words, your sense, deficits affect long-term
interest rates if anything has been strengthened since you were
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last here because you found in Mr. Laubach’s study a more robust
relationship than people might have expected?

Mr. GREENSPAN. The difference between his analysis and pre-
vious ones, which had difficulty finding that relationship

Mr. FRANK. I think this is very relevant and it is a current issue.
There are people who have denied that there is any deficit long-
term interest relationship. I was interested in reading Mr.
Laubach’s paper. I skipped over the regressions. I will do those
later. But he does quote another very distinguished economist who
is saying the interest rates effects of deficits depend on how per-
sistent those deficits are assumed to be. Now of course we are talk-
ing about deficits as far literally as the eye can see under rules.
And the economist he is quoting is Martin Feldstein. So the con-
sensus of deficits here seems to be a strong one. I appreciate that
and I think that is a very important point.

We are talking about stimulus. We have had a significant in-
crease in unemployment with all of the social distress that com-
plicates everything else. You discussed how trade policies become
harder when people are more afraid of losing their jobs and health
care. You say here that you begin—you see the economy perhaps
getting better. My question is how much short-term stimulus do
you think we need right now, especially given your view that there
was a trade-off between increasing that debt ratio and interest
rates? What is your sense of how much short-term stimulus we
ought to be enacting right away?

Mr. GREENSPAN. Well, that is an ongoing question in the sense
that we already have a significant amount of stimulus in place. I
mean, clearly, as of now we have got a fairly large government ex-
penditure trend and clearly low interest rates. Obviously, I have
said in the past, and my belief is that it is very difficult to fine-
tune fiscal policy for short-term stimulus purposes and I have tend-
ed to be strongly supportive of the employment and fiscal policy for
long-term structural growth issues and leave monetary policy to be
applied in the short run. If it turns out that, contrary to my expec-
tation, we somehow can fine-tune fiscal policy in timing and in con-
tent, I would change my mind but I have seen no evidence that
that is the case, although I do admit that the 2001 tax cut did turn
out to be extraordinarily well-timed from the point of view of the
economy, but I don’t think we can count on that generally.

Mr. FRANK. You would not be wanting to repeat that and espe-
cially given that we have the deficit interest rate impact?

Mr. GREENSPAN. Yes. My view is that clearly we still have room
in monetary policy if we choose to move and if stimulus was re-
quired. So I still have not essentially changed my view about what
the appropriate balance is between——

Mr. FRANK. Mr. Chairman, just a second, I would like unanimous
consent to introduce into the record the study by Mr. Laubach that
Mr. Greenspan and I were discussing and maybe want to pause so
that the journalists can run out and call in the fact that he said
there is room for reducing monetary policy.

[The following information can be found on page 115 in the ap-
pendix.]

Mr. GREENSPAN. That is not news. I have said that on many oc-
casions.
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The CHAIRMAN. The gentleman from Illinois, Mr. Manzullo.

Mr. MANZULLO. Thank you, Mr. Chairman. I represent Rockford,
Illinois, which in 1981 led the Nation in unemployment at 24.9 per-
cent. We have a 25 percent manufacturing base. Our unemploy-
ment now is at 11 percent and it is going right through the roof.
The manufacturing orders and the manufacturing output—the fig-
ures that the Fed uses do not reflect the percentage of imported
parts that are going into manufactured items as they are completed
in the United States. Those figures simply do not exist with the ex-
ception of bonded matter going to Mexico under NAFTA and the
NAFTA content on automobiles. And continuing is the fact that the
Defense Department, particularly the Air Force continues to grant
massive waivers of the Berry amendment and the Buy America
amendment that has allowed, for example, the Russians to domi-
nate our titanium market and destroy tens of thousands of jobs re-
lated to nickel and titanium and the people who fabricate those, es-
pecially in the State of Pennsylvania and Ohio. In fact, Ingersoll,
122 years old company in Rockford, Illinois, went bankrupt last
week, and one of the reasons is that Northrop Grumman decided
to send a contract to Spain as opposed to keeping it in the United
States for the U.S. Portion of the production of the Joint Strike
Fighter with NATO, and Spain is not a member of that seven na-
tion consortium.

My question to you is this. As I read the Fed figures, it does not
indicate the hollowing out of American manufacturing and the sys-
tematic destruction of tens of thousands and now 2-1/2 million jobs
of manufacturing that are never going to come back. Does the Fed
have any way to try to have new studies to indicate the true nature
of the loss of manufacturing jobs so that we can state that the re-
covery in this country will not start until we restart and reestab-
lish our manufacturing base?

Mr. GREENSPAN. Well, Congressman, I think one of the problems
in a statistical sense is that the share of manufacturing in the total
gross domestic product is not changing all that much. What is oc-
curring is extraordinary productivity gains in the manufacturing
area, which has to a very large extent accounted for—as you point
out—the dramatic decline in jobs. There is no question that open
borders and international trade create huge degrees of competition
throughout the system and very specifically in a number of areas
to which you alluded. But overall, as I indicated earlier, the net ef-
fect of general trade has been very advantageous to the United
States for the post-World War II period.

Mr. MANZULLO. I am not talking about trade. What I am talking
about is the fact that there is a coring out of our domestic manufac-
turing industry that the trade figures do not—I have lost 19 per-
cent of my manufacturing jobs in the past year-and-a-half. That is
10,000 jobs.

Mr. GREENSPAN. I understand that.

Mr. MANZULLO. It is not really trade related.

Mr. GREENSPAN. It is in a sense that there is a very significant
shift in the capital structure in the United States from industry to
industry and the consequence of that are the types of numbers to
which you allude. I don’t want to get into the national security as-
pects of some of the issues that you raised, but that is a different
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type of issue when we get to how that is handled. That is more a
DOD issue.

Mr. MaNzULLO. I wish it was yours because the Air Force doesn’t
understand.

Mr. GREENSPAN. The bottom line is that we at the Federal Re-
serve endeavor to adjust our policies to maximize long-term eco-
nomic growth in the economy as a whole and we cannot and should
not endeavor to implement policies which differentiate or endeavor
to differentiate various different aspects of our economic structure.

Mr. MANZULLO. And you are doing a super job at it, and thank
you for coming.

Mr. GREENSPAN. Thank you very much.

The CHAIRMAN. Gentleman from Illinois Mr. Gutierrez.

Mr. GUTIERREZ. Mr. Chairman, yesterday, we received Treasury’s
final rule regarding section 236 of the U.S. Patriot Act, which pro-
vides guidelines for financial institutions to identify their cus-
tomers. Section 326 states, and I quote, “if the customer is a non-
U.S. Person and does not have a U.S. Taxpayer identification num-
ber, the bank may obtain an identification number from some other
form of government-issued document evidencing nationality or resi-
dence and bearing a photograph or similar safeguard.”

As I interpret the rule, financial institutions could have the flexi-
bility to accept government-issued IDs such, as the Mexican Gov-
ernment’s matricular consular card that allows Mexican nationals
currently under FDIC rules and others to open up bank accounts
in the United States.

Given the fact that we have estimated, depending on whose esti-
mate, Mr. Chairman, 6, 7, 8, maybe 10 million undocumented
workers in the United States of America, and given the fact that
just days prior to September 11 people forget that President Bush
and President Fox were discussing a way of regularizing the eco-
nomic activity of Mexican nationals in the United States, and given
that this makes up the fifth pillar of the Mexican economy, that is
remittances back to the United States, and if you bank, you know,
you and I want them to have the same rate as you and I would
at a beach in Acapulco with our ATM card versus a Western Union
or Monogram, which sometimes fluctuates as much as 16 or 17 per-
cent fewer dollars than the Wall Street, what do you think of the
idea of using the Mexican Government’s consular card and other
consular cards, and is the Fed ready to join the FDIC and others
in supporting the use of the Mexican consular ID card as a form
of identification?

Mr. GREENSPAN. Congressman, I am familiar with the particular
issues which you raised, but my general view, at least with the
state of my knowledge now, is that I was not able yet to be exposed
to the complexity of the choices and the alternatives because these
are very complex issues, especially as they have arisen subsequent
to September 11. I would prefer to go back and take a look at some
of the details of the arguments here and perhaps respond to you
in writing to give you a more informed view than I could at this
particular point.

Mr. GUTIERREZ. It is very fair. Thank you very much. We would
just like you to look at it because it seems to me that, you know,
when we listen to the Justice Department and we listen to others,
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it is at one moment we are talking about regularizing a work force,
and we are passing all—we are spending all of this money and
passing all of these laws so that we can find out the activity of ev-
eryone, and it just seems to me that a very simple way of identi-
fying, having a picture and fingerprints of millions of people in the
United States you would not otherwise be able to get, and so,
therefore, in terms of national security issues it seems that this is
the way to do it. And I called the IRS, and the IRS really does not
care. They just want them to pay their taxes. I am sorry, Mr.
Chairman, that’s all the IRS. I talked to Social Security, and they
said, well, just make sure they do not put any dependents down.
So when I talk to them about undocumented workers, even our
Federal Government said, oh, do not worry, Congressman, just
send their applications in, and we will give them a tax ID number,
and then they can go with the matricular consular and open up
their bank accounts. So obviously our Federal Government is tak-
ing their tax dollars in and even allowing them to submit income
tax returns.

A second question, Mr. Chairman, in 2002 you remarked that the
ABA conference, and I will quote you, “the use of credit scoring
models, whether turnkey models purchased from providers or pro-
prietary models developed in house, has taught bankers sometimes
through costly experience the value of continually updating the
database on which the model operates,” end quote. I would like to
get your opinion as to whether there is value in providing cus-
tomers, particularly mortgage applicants, information about their
credit score. I mean, not limiting it just—limiting it to just handing
over a number, but providing sufficient explanation of the rationale
for the key factors that influenced the mortgage applicant’s credit
score, the date of the score, the source of the score. Will not disclo-
sure of this information also help in updating the databases by con-
sumers who are, in my opinion, in the best position to ensure the
accuracy of the information? Also, does not the lack of information
put consumers who are shopping for a mortgage at a disadvantage,
especially when banks advertise APRs for only the best-qualified
applicant, a near perfect score?

Mr. GREENSPAN. Well, in general I just want to say that over the
years we have developed a really quite extraordinary mortgage
market, which has been in the last year exhibited in the form of
a huge interaction of the American public with our mortgage sys-
tem. We have had, as you know, a huge number of refinancings,
very substantial cashouts, and millions of transactions, which in
general, I think, has helped both homeowners and the economy in
general.

There is no question, however, that it is crucially important that
individual borrowers be fully cognizant of precisely what they are
doing and various choices that they are making. And having looked
at some of the detailed data and material available in the mortgage
processing area, I hope we can sharpen it somewhat better if we
can make it clearer in many cases.

The CHAIRMAN. The gentleman’s time has expired.

The gentleman from California Mr. Miller.
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Mr. MILLER OF CALIFORNIA. Thank you, Mr. Chairman. It is
great to have you here. I am glad you are well and life’s treating
you good.

I really appreciate the gentlewoman’s comment regarding small
business and your concerns, and I applaud that. However, I con-
tinue to hear arguments against tax cuts for those in the upper in-
come tax brackets; yet those are generally the brackets where
small business owners fall within if they are doing a reasonably
good business. If they do not, they are generally not providing
many jobs, and I think we need to do what is necessary to encour-
age consumer spending, to promote investment, both individual
and business, and if people do not have a job, we need to do what
we can to create more jobs.

But I am convinced if people do not have cash in their pocket,
they cannot spend it. They can continue to go into debt, and many
will go into debt regardless. They will use credit cards or whatever.
But I know you do not want to defend the President’s tax package,
and I am not asking you to do that, but as you notice, Congress
is unwilling to cut spending, so we keep spending, deficits grow,
and things do not seem to change in Washington. But I think we
need to look at what the market impact might be on the economy
with the President’s new package in place, and can you respond to
that?

Mr. GREENSPAN. I cannot specifically, because that would get in-
volved in certain elements of the program. As I said, Congressman,
I find much to support in the President’s program, provided it is
matched by cuts in spending, because

Mr. MILLER OF CALIFORNIA. That is the key with cuts and not
spending for——

Mr. GREENSPAN. Let me tell you why it is, and it does rest on
the issue of whether deficits, or expectations of long-term struc-
tural deficits, which is the more important question, affect long-
term interest rates.

Indeed, there are powerful reasons to suspect that, for example,
the elimination of the double taxation of dividends and significant
cuts in higher marginal rates will elevate long-term productivity in
the country. If, however, in the process you get significant in-
creases in deficits which induce a rise in long-term interest rates,
you will be significantly undercutting the benefits that would be
achieved from the tax cuts, and therefore, I have concluded all
along and continue to conclude that it is very important for us to
maintain the degree of fiscal restraint over the years ahead, be-
cause it is only under those conditions that I think we can create
a fiscal policy which significantly assists in acceleration of economic
growth, which we will sorely need as we move beyond this par-
ticular decade and run into the very large increase in baby boomer
retirements.

Mr. MILLER OF CALIFORNIA. It seems rather disingenuous on our
part, hearing what you have said, to say on the one hand we need
to stimulate the economy, we need to create more jobs, yet, on the
other hand, we are unwilling to cut spending. I mean, we tried to
do that this time, and it pared way back from what we were even
trying, which was minimal, I believe, in this budget.
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On the other hand, being in the development industry for prob-
ably 30 years myself, I am still doing some investments in that,
and having many friends in there, I am convinced that they invest
money if they have it. And if you look at the upper brackets, and
if a person is paying State income taxes and such, he is probably
paying 50 percent plus other user fees and taxes that you locally
pay. So when you are taking 50 percent out of the pocket of a busi-
ness owner that they would otherwise put back into their business
through job creation or investment—because there is no sense, as
you know, putting money in a bank today and getting a percent
and a quarter interest—they are going to find a better source for
their funds, and that is generally investing it in something that
they will make a profit on, and that in and of itself creates a job.

It’s difficult for me to accept the fact when some say, well, we
need to provide jobs, we need to do what we can to get people back
to work, yet we are unwilling to do our job by cutting spending, be-
cause it creates the deficits if we provide tax cuts, and yet the only
way I see we are going to get job creation moving in this country
is to put more money in the economy, and that is by allowing peo-
ple to keep more of their money by not just giving them a grant,
but say keep more of what you earn; thereby you are able to invest
that back into your business.

Would you comment on if we were willing to cut spending from
the Federal perspective and provide tax cuts to people, would that
not be more beneficial to the economy?

Mr. GREENSPAN. Oh, indeed. I have argued that over the years.

Mr. MILLER OF CALIFORNIA. I hope my friends on the other side
of the aisle are listening very closely because I hear other things
than they think they hear. Repeat that again. I want to make sure
everybody heard that.

Mr. GREENSPAN. I have argued before this committee on numer-
ous occasions that curtailing deficits and at the same time lowering
taxes on capital is a major way to expand economic growth in this
country and increase the incomes of all Americans eventually in
the process.

Mr. MILLER OF CALIFORNIA. I agree with you.

The CHAIRMAN. The gentleman’s time has expired.

The gentlewoman from Oregon Ms. Hooley.

Ms. HooLEY. Thank you, Mr. Chairman, and thank you for being
here. I thank you for helping keeping the interest rates low. It’s al-
lowed me to refinance my house, as well as many other people.

I am go going to ask you a couple of questions, and one is I am
very concerned about jobs and job creation. I think most people
here are. I come from a State where we have the highest unem-
ployment rate at 7.6 percent, so I am very interested in what is
going to help create jobs for people. And we all know what happens
when people do not have those jobs.

I am troubled by a seeming conflict of some numbers. I sit on the
Budget Committee, and in March we were talking about the Presi-
dent’s tax relief package, and they were talking something like
190,000 jobs would be created with this. More recently, a month
and a half later, we are now talking about 1.4 million jobs created
with this same amount of money. Do you have any explanation for
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why that may have changed so dramatically from 190,000 job cre-
ations to 1.4 million?

Mr. GREENSPAN. No, I do not, but I want to point out that there
is a very important issue that I alluded to in my prepared remarks,
and it is that productivity has really been impressively strong, es-
pecially in recent quarters when this economy has been weak, and
what that has meant is that, as I put it in my prepared remarks,
businesses were able to meet increasing demand, although weak
increases, with an ever lesser work force, which is another way of
saying that output per laborer has gone up significantly.

So part of the weakness in the labor market is the numerical
consequence of this really quite strong and, I must say from a long-
term point of view, highly desirable improvement in productivity.
So we are going to need to get economic growth rising at a pace
sufficiently in excess of the rate of growth of productivity in order
to get the job market to be far more viable again, and most people’s
forecasts, in fact, imply that. If you look across the spectrum of
most economic analysts, even though they and we do not see the
immediate effects of the end of the Iraqi war, and we cannot, obvi-
ously, because it is too soon, most people have got fairly strong in-
creases in demand and enough to cause a marked increase in the
level of employment.

But it is going to require more than historically has usually been
the case in getting increased growth in the GDP because the pro-
ductivity growth is so impressive.

Ms. HOOLEY. So you think the productivity growth—I mean, we
have just lost—in the last 22 months we have lost 450,000 job. Is
that because of productivity?

Mr. GREENSPAN. We have no evidence that the GDP has been
going down in the current quarter, for example, although its
growth is very low, but clearly a very significant part of the loss
in jobs reflects the fact that economic growth is being very closely
matched by growth in output per hour, leaving very little room for
significant increases in jobs.

I think that will change. I think this is a temporary phe-
nomenon, and that as we get into the second half, and a number
of the positive forces again begin to emerge, I think that is going
to change, and that has been a view which I think a very substan-
tial proportion of economic forecasters now hold.

Ms. HOOLEY. Mr. Chairman, one of the things that I think all of
us are looking for are, in fact, how do we stimulate the economy,
what is the best thing we could do, what is the best thing we can
do short term? So if I ask you to put together a package, or ask
you if there was something in the President’s budget that would
provide the most immediate stimulative impact for jobs, because for
the people of my State and, I think, across the United States, that
is what people are interested in right now, how do we make sure
we can create jobs? What would that one piece or one thing be that
would have an immediate stimulus impact for job creation?

Mr. GREENSPAN. That is an exceptionally difficult question to an-
swer in general, and I do not want to get into it because it will,
I am certain, get me more involved in discussing the relevant
choices in the programs which the Congress has now got to ad-
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dress, and I don’t have anything more to add to that than I did
back in February.

The CHAIRMAN. The gentlewoman’s time has expired.

The gentlewoman from Pennsylvania Ms. Hart.

Ms. HART. Thank you, Mr. Chairman.

Thank you, Chairman Greenspan, for coming back to visit so
quickly, and I am glad to hear you are doing better healthwise.

I had a question specifically, actually two questions, regarding
the Check 21 Initiative, and I understand that the legislation that
is geing considered by our committee has been supported by the
Fed.

Mr. GREENSPAN. Are you talking about Check 21?

Ms. HART. It still is supported by the Fed; is that correct?

Mr. GREENSPAN. Indeed.

Ms. HART. Okay. As you know, it would greatly expand the abil-
ity of financial institutions to move checks through the payment
system electronically without the need to have actually the can-
celled check itself move through the system. But there is a portion
of the bill regarding expedited recredit language that I am espe-
cially interested in. It is included in our proposal on the basis that
the compliance burdens would outweigh the benefits of the recredit.
I understand the Fed’s position on that has changed, and I am——

Mr. GREENSPAN. That is correct.

Ms. HART. I am interested in why the Fed believes the current
protections under the existing check law are sufficient to ensure
that consumers are not adversely affected by legislation if the re-
credit provision was removed, and what would happen if the expe-
dited recredit provision were extended to cover all checks?

Mr. GREENSPAN. We originally included that, as you know, in our
early recommendations with respect to check truncation legislation.
Subsequently, on evaluation in far more detail, it turns out that
most, almost all, of the protection that one would envisage from
that provision is already fairly conclusively achieved under current
law, and that it was our conclusion, having reviewed this in more
detail, that indeed the additional costs of compliance that the new
provision would impose exceeded by any measure we could find the
benefits over and above the protections currently in the law.

So we have chosen to alter our proposal on the grounds that we
think that it is more balanced, and indeed, as we all hopefully do
Wheiindwe find out that we can do something better, we change, and
we did.

Ms. HART. I thank you for that explanation.

Also, on the check truncation issue, can you share with the com-
mittee the images that the check truncation would provide to the
domestic banking system? Some have indicated, not the members
of the committee that is, but others who have testified have indi-
cated, that they are wary of the legislation because they believe it
will result in confusion with the elimination of the original check,
possible double use of the original check and the image check. I am
interested in your view of that. Is there a reasonable concern at-
tached to that concern about the creation of substitute checks and
the technology associated with check imaging?

Mr. GREENSPAN. I think not. I think we have reviewed all of the
potential things that can go wrong in a system of that nature, and
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I do not want to say to you that we know for certain that upon en-
actment various things will or will not happen, but from everything
we can see, those are not concerns which we think are of signifi-
cance.

Ms. HART. I thank you for that as well as I yield back.

Thank you, Mr. Chairman.

The CHAIRMAN. The gentleman from California Mr. Sherman.

Mr. SHERMAN. Thank you, Mr. Chairman.

One thing where I guess we will just have to agree to disagree,
Mr. Chairman, is the assumption that private sector spending is
good, it stimulates the economy, and public sector spending is bad
and must be cut back. It would seem to me that purchasing as a
society one more school bus than we have today creates the same
level of expenditure, the same stimulus as if as a society we buy
one more of those new $300,000 Mercedes Maybachs. But I guess
we will have to agree to disagree. Apparently if we can just make
sure that one more very rich individual buys one more $300,000
Mercedes, that is going to help the economy.

But, Mr. Chairman, there is in your statement, there is an im-
plied criticism made—almost an attack, by the more explicit state-
ments by my friend the gentleman from California Mr. Gary Mil-
ler—in which, it has almost become the joke or cliche where the se-
rial murderer sends in a note saying, “stop me before I kill again.”
What we seem to be hearing from the other side is, “stop us before
we waste again.” I would hope that in a city dominated by Repub-
licans and a White House that has promised not to spend a single
penny more than is necessary, that we wouldn’t need to have to un-
dermine fiscal responsibility on the tax side in order to get an OMB
that actually limits us to necessary expenditures.

So, Mr. Chairman, I will ask you to consider a parallel universe,
a hypothetical situation in which there is a government dominated
by people who want to avoid unnecessary expenditures, and they
have eliminated all the unnecessary expenditures, and they will
not make any unnecessary expenditures. Those expenditures are
fixed. In other ways this parallel universe is just like our own.
Should that hypothetical United States run a $200 or $300 billion
deficit, or should it have tax laws to bring in as much revenue as
those necessary expenditures, every one of them signed by a Presi-
dent dedicated to eliminating every unnecessary expenditure?

Mr. GREENSPAN. Mr. Sherman, your hypothetical example would
require about 55,000 footnotes to get it into a measure with which
I could deal.

Let me, however, just address, I think, an important point that
you are making about the source of spending and whether or not
it matters where you spend. First of all, I do not think anybody
would argue that a school bus is not necessary, and that one does
that. But we are talking about long-term economic growth and
standards of living of the American people, and that at root is what
we are really all about. It is important to discuss how you dis-
tribute it in certain aspects, but if it is not there to distribute, you
do not have anything.

All of the evidence suggests that what creates economic growth
is capital investment and incentives to innovation, and that invest-
ment in those types of assets does indeed increase long-term eco-
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nomic growth, whereas other expenditures will not. And I do say
to you that the real criterion is not whether it is government or
nongovernment, it is the question of whether it is investment or
noninvestment.

Mr. SHERMAN. Mr. Chairman, with my limited time I just want
to underline that comment. We are underinvesting in education, we
are underinvesting in infrastructure, and we are told that here in
Congress that if we can just give millions of dollars, hundreds of
thousands of dollars, to the richest in our society, they will go out
and spend it, and that will be good, and at the same time we are
cutting expenditures on so many aspects of education.

I gather from your comment that investing in education may be
just as helpful to an economy as private sector investments, and,
of course, our colleagues on the other side of the aisle preach the
importance of not a private sector investment so much as private
sector spending.

Mr. GREENSPAN. I think it is a question of fact, and you have to
demonstrate that a particular type of capital investment or innova-
tion increases productivity and long-term growth, which is easy to
do. The difficulty is endeavoring to trace various different types of
educational expenditures into economic growth, a relationship
which one would assume has got to be there because clearly the
quality of the education of your work force has got to be relevant
to what you have got.

So I think the question is a question of fact; I mean, what is the
evidence as best we can infer? But I would emphasize that the
question is essentially consumption versus investment as the state-
ment number one.

The CHAIRMAN. The gentleman’s time has expired.

The Chair would announce there is a vote on the floor of the
House. The Chair would indicate we will keep going, and I will be
relieved in the Chair hopefully soon, but in the meantime we will
keep going, recognizing the Chairman has to leave by noon. And
with that, we will recognize the gentleman from Florida Mr.
Feeney.

Mr. FEENEY. Thank you, Mr. Chairman.

Mr. Greenspan, thank you for being here today, and just very
quickly, to follow up on my colleague’s immediate question, you in-
dicated that the ideal thing is to eventually—in terms of growth
production is to stimulate capital investment and incentives to in-
novate. Without the 50,000 footnotes, in general over the U.S.
Economy history and over the world economy history, which sector
has been more efficient in investing in those two items, the private
sector, a free market, or the public sector?

Mr. GREENSPAN. It has been my experience that it is clearly the
private sector that has done so. I indeed remember that there has
been an endeavor in this society to move a good deal of public serv-
ices into the private sector on exactly that premise.

Mr. FEENEY. Thank you, Mr. Chairman, because I think that un-
dermines the argument that a lot of us are making.

Now I have a very specific question and then a general question,
if you can, that I am going to leave you with. And the specific ques-
tion relates to the Basel Accords and the rulemaking regarding our
unique banking system. We have been getting some mixed signals
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in terms of how the Fed intends to react to the rules that have
been promulgated in Switzerland by the international regulators,
and I guess the specific question, if you can answer it, is whether
or not the Fed would be prepared to take on some major sections
of the rules being promulgated as part of the Basel drawing board
if it becomes clear that they will not work well here under our
American banking system.

Secondly, and then I will end up here, the debate has focused on
whether deficits matter, and I don’t remember anybody saying that
deficits never mattered at any time. But I was thrilled to hear you
say earlier today that the recipe for long-term success is to cut
spending and to cut tax rates on capital, and I think I was using
your words, it will raise the income of all Americans, which is cer-
tainly something we would all aspire to, and is not the more sig-
nificant ratio, as opposed to what the temporary debt or deficit is
on any given year, even the more significant ratio be the rate of
spending as a percentage of gross domestic product.

And I say that because the way to pay for that spending is one
of three ways that I know of. You can either print money by fiat,
which has some negative implications for inflation; you can borrow
money, which is deficit spending, which potentially crowds out
some private sector borrowing; or you can raise tax rates by doing
exactly the opposite of your suggestion we need to be doing in
terms of encouraging capital bottom line. Any one of those three
ways to deal with the level of spending has some adverse con-
sequences at any given time. One way will be more or less adverse
for the economy as a whole than the other two.

Mr. GREENSPAN. Well, Congressman, you can preempt private re-
sources by spending, taxes, regulation, guarantees, a whole series
of mechanisms in which you move private resources into the public
sector. Clearly the ratio of federal outlays to GDP is a measure of
the degree of shifting of resources that are going on, but you have
to distinguish between the issue of what the interest rate is, which
exists either in very heavy preemption or very light preemption,
and the issue of deficits and finance. In other words, it is possible
to have a fairly high ratio of spending to GDP and low interest
rates.

The problem is that if you have a very high ratio of spending to
GDP, history suggests that economic growth suffers as a con-
sequence, but that can occur with high or low interest rates, and
I say that the deficit interest rate relationship while I do not deny
is not partially related to spending as a percentage of the GDP ob-
viously, but I think is more appropriately thought of as a separate
issue, related but not the same thing.

Mr. FEENEY. And because of the response to the Basel rule-
making on banks.

Mr. GREENSPAN. We have been very careful in the rulemaking to
be highly cognizant that it has to be consistent with rules in the
United States which are effective for us. We have gone through
very detailed analyses of what we call Basel II, and as best we can
judge, these are rules which will clearly be effective in the United
States and not burdensome, in fact less burdensome and more ef-
fective than the previous sets of rules.



25

It has certainly been our view that we would not in any way
agree to a set of Basel II rules which would serve to the detriment
of the American financial system.

The CHAIRMAN. The gentleman’s time has expired.

The gentleman from Texas Mr. Gonzalez.

Mr. GONZALEZ. Thank you very much, and welcome back, Chair-
man Greenspan. And we do have a vote, so I am going to try to
abbreviate everything, including your answer. I am going to at-
tempt to, because I have been here five years—and to be honest
with you, Mr. Chairman, I will ask something, and later it’s like
law school, you are not sure what happened after the professor
turned you around, and you are going to be limited to the choices
of answer. And what would be the appropriate size of the tax pack-
age currently being considered by Congress? I am not going to give
you the perfect choice of the three. It is just going to be the best
under all circumstances. It will not be the Greenspan answer that
will take into consideration everything that should be taken in con-
sideration, because Congress is not going to do that, but we are
going to arrive at a figure, so you have a chance under the cir-
cumstances today.

Congress is going to make a decision on one of these. Which
would be the most appropriate in the way of the size of the tax

ackage being considered: A, $728 billion; B, $550 billion; or C,
350 billion?

Mr. GREENSPAN. None of the above.

Mr. GONZALEZ. There is not a D.

Mr. GREENSPAN. Look, I am not going to answer that question,
Congressman. I do not have a vote in the Congress, you do. You
have to answer that question.

Mr. GONZALEZ. But we rely on people with tremendous knowl-
edge and expertise, and you fall in that category. And I know that
you defer to us all the time, but the truth is we do not make these
decisions independent of opinions by individuals such as yourself.

Mr. GREENSPAN. Congressman, I appreciate that, but there are
certain questions which I do not think are appropriately answered
A or B if A or B is not the way they should come at them, and I
am not going to get involved in what I think is a very complex set
of issues with a simple conclusion because I don’t know what a
simple conclusion is.

Mr. GONZALEZ. But the end of the process, you are going to end
up with one of the process—Congress is going to end up with one
of these numbers.

Mr. GREENSPAN. Yes, I understand that.

Mr. GONZALEZ. So you could render an opinion relatively speak-
ing as to which number would best serve the economic interests of
this Nation.

Mr. GREENSPAN. I cannot answer it in the context in which you
put the question, Congressman. I am sorry.

Mr. GONZALEZ. And quickly because I want to, Martin Feldstein
in today’s Post—you probably have read the article about the
CBO’s analysis of dynamic tax analysis or the valuation. And I will
read the paragraph, then I will ask the question.

The good feature of the CBO analysis is that it distinguishes the
short-term demand-side effects of the President’s plan from the
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longer-term supply-side effects. This distinction is important be-
cause the ability of any tax cut to raise GDP in the short term by
stimulating demand depends on the Federal Reserve’s response to
the tax cut. There are times when the Fed responds by raising in-
terest rates to prevent an increase in demand because it fears the
resulting rise in inflation. But the Fed is now eager to see stronger
growth and would not take any such offsetting action.

So it’s the last sentence, obviously, but the Fed is now eager to
see stronger growth and would not take any such offsetting action,
and so again we will go, A, you agree with that analysis, or, B, you
disagree?

Mr. GREENSPAN. You father was kinder to me, Congressman.

In general I thought that was a thoughtful piece, but I cannot
respond, obviously, because six days from now we have a Federal
Open Market Committee meeting, at which we will be discussing
a lot of these various things.

Mr. GONZALEZ. Mr. Chairman, in a very serious way, we cannot
spend ourselves, government cannot spend itself into prosperity.
Nor can it tax-cut itself into prosperity. Somehow we really have
to start bridging the differences and come to what is prudent gov-
ernment spending, which is investment, because if dynamic scoring
works on the tax side, it should work for the expenditure side, as
Brad was alluding to. If you spend a dollar on education, what is
its return? If you cut taxes by a dollar, what is its return?

So we really do need your advice and counsel, and maybe it will
not be given to us in this particular forum, but I do look forward
to maybe some private discussions with you. Thank you very much.

Mr. GREENSPAN. Thank you.

Mr. GILLMOR. [Presiding.] The Chair recognizes the gentleman
from Massachusetts for questions.

Mr. CapuANO. Thank you, Mr. Chairman.

Thank you, Chairman Greenspan, for being here again and for
coming back as you said you would. I think you would be happy
to know that since you started speaking, though the market is
down, it’s up about 46 points from the time you started speaking,
so keep going. Do not stop.

Deficits in and of itself mean nothing to me. The consequences
of deficits means a lot. The consequences of deficits to—the short-
term consequences of deficit is increased interest payments, in-
creased debt interest payments. We are fortunate at the moment
to have low interest rates, fortunately to you, and hopefully you
will keep them that way in a few days, but one thing at a time.
But it does bother me that over the last two years we have had
the largest increase in publicly held debt back to—I don’t know
how far back, at least back to the mid-1980s.

Publicly held debt has increased almost $559 billion, just publicly
held. Government-held debt has also increased $423 billion. That
is the largest increase we have had since actually 1990, 1991.

Now, if my memory serves me correctly, the last time we did this
in those early 1990s, the result in the economy was not very good.
It took a big dip, lots of tax cuts, lots of spending cuts, lots of prob-
lems all across the economy. It concerns me. It concerns me that
I have not heard more from people such as yourself as to what to
do about the deficit, how to deal with the deficit.
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For the sake of discussion, we had a roll call at the end of last
year whether to utilize or to discontinue temporarily, I guess, or
permanently at the time, the use of the PAYGO rules, which I al-
ways had problems with on some levels, but I also thought they
kept us disciplined in a crude way, but they worked. Yet I didn’t
hear a word from the Fed or very many other leading economists.
That was troubling.

I would like to see you and others speak out more forcefully not
just about the deficit, which is a concept, but about specifically
what this Congress should be doing relative to that deficit. If you
believe tax cuts are necessary, fair enough, but would that also—
if you really do believe deficits are problematic, that would then,
I think, lead to no other conclusion other than much deeper cuts
in spending. There is no other way.

So I guess at some point I would like to hear more specifics on
that from you or from others, because we do listen to you. We do
not always agree with you, but we do listen, we take into consider-
ation, and I actually agree with your concerns about deficits. But
again, I am not really terribly worried—I guess I am a little bit
worried about what happens five and ten years from now, but right
now I think we need an economic stimulus of some sort. We will
disagree on some levels as to what that could be, what that should
be, but no matter how you work it, increasing the deficit is going
to lead to more debt, which can lead to higher interest payments,
which is going to hurt the economy probably in the short run, but
certainly in the long run.

And I would like to hear you be more specific on that as we go
along. I am not silly enough to think that you are going to do that
now, but as time goes, certainly as other votes come up on things
like PAYGO rules or whatever, they might be—if not tax cuts, fair
enough, I understand you want to leave that to us, but there are
some things I think that should be a little bit more aggressive on
speaking about.

I do not want to talk about productivity. We have had this dis-
cussion pretty much every time you come. I agree with you on the
issue of productivity. I actually like the fact that you tied part of
the increase of productivity to the lack of job creation. I think you
are 150 percent correct. But an increase in productivity does not
help the guy who is out of work. They need a job. To get back to
that, I particularly look at the last quarter’s increase in produc-
tivity, very, very small; very, very small. If I am reading it cor-
rectly, it is .3 percent just in the last quarter of 2002.

Mr. GREENSPAN. It is higher in the first quarter.

Mr. CAPUANO. Okay. Good. If that is the case, if it is lower or
if it is a little higher, then it is back up into the 5 and 6 percent
range yet?

Mr. GREENSPAN. No. The fact that it is increasing at all in this
context is telling you that there is an underlying structure which
is favorably disposed in that direction.

Mr. CapuaNo. I agree with that. That is good to hear. But if that
is the case, we should have at least stopped losing jobs in theory
if they aren’t tied together, and if there is a delay factor in that
connection, how long is that delay? In your testimony I believe you
said that—you did not say, but you attributed to others that we
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hope there will be a recovery in the next half of the year. Does that
include jobs, or is this continuation of a jobless recovery?

Mr. GREENSPAN. No. I think it includes jobs.

Mr. CAPUANO. So you think the jobless rate will go down; jobs
will start being created in significant quantities?

Mr. GREENSPAN. The unemployment rate had in it, in the last
month, a fairly significant increase in the number of people who
still want a job, but are not activity seeking one, according to the
definition of the Bureau of Labor Statistics. So it is a question of
the unemployment rate coming down from a level of measured job-
lessness, which includes the standard definition, plus those who,
although they are not as actively seeking a job as previously, none-
theless would still be willing and desirous of taking one.

Mr. CAPUANO. Also has an increase in the level of people who
have had the longer-term unemployment as well.

Mr. GREENSPAN. That is correct.

Mr. GILLMOR. The gentleman’s time has expired.

The gentleman from Texas Mr. Hensarling.

Mr. HENSARLING. Thank you, Mr. Chairman.

Chairman Greenspan, before I left to go for a vote, I heard at
least one Member announce or articulate that he thinks the dif-
ference between the two parties is a fundamental disagreement be-
tween whether private spending or government spending is some-
how equivalent, I think, with respect to economic growth. Certainly
for those who long for state-dominated economies, you can no
longer look to the Soviet Union as a model, but certainly Cuba and
North Korea and several other regimes on the face of the planet
do have state-dominated economies.

Do you have an opinion on the difference in economic growth be-
tween State spending and private spending?

Mr. GREENSPAN. Well, indeed that question came up, I presume,
while you were out of the room, and I indicated that the evidence
strongly suggests that economic growth from investment in the pri-
vate sector is greater than that in the public sector, and indeed I
argued further that the indication that that is apparently the case
has moved numerous municipalities and even states to move a good
number of previously government-funded services essentially into
the private sector in a more direct way.

So I have—I am clearly of the opinion and have stated so that
I strongly support private investment over public investment as an
issue increasing the rate of growth in our economy.

Mr. HENSARLING. If I have listened to your testimony carefully,
obviously you have a concern about budget deficits. But for budget
deficits, I understand in your testimony that you are an enthusi-
astic advocate of eliminating the double taxation on dividends. Is
that correct?

Mr. GREENSPAN. That is correct, Congressman.

Mr. HENSARLING. There was questioning earlier about the impact
of lowering rates on small businesses. I believe it was your observa-
tion that lowering marginal rates is favored by small business. Do
you believe that lowering marginal rates, assuming that such a
move would be definitely neutral, would have a positive effect on
the economy?

Mr. GREENSPAN. That is correct.
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Mr. HENSARLING. Okay. We also heard a characterization about
the tax relief being proposed, whether it was itty bitty or not. I do
not want to get into the characterization business, but if I have
looked at the numbers carefully in the budget that was recently
passed, we are proposing $28 trillion of spending over the next 10
years. It seems like the relevant number today of tax relief is $550
billion over the same 10-year period. So if I am doing the math cor-
rectly, that is roughly 2 percent assuming that the tax relief pro-
motes no economic growth whatsoever.

So when once asked why Willie Sutton robbed banks, he said, the
money was there. If we wanted to be focused on deficit reduction,
it would appear to me that perhaps 98 percent of the problem
might be on the spending side as opposed to the 2 percent on the
tax relief side. So if Congress is to get serious about deficit reduc-
tion do you have an opinion about whether restraining the growth
of government spending or tax relief would be a preferred method,
or for purposes of economic growth would you be indifferent be-
tween the two?

Mr. GREENSPAN. Congressman, I have testified before this com-
mittee many times over the years that I strongly support con-
straint on the expenditure side, which I think has a chronic tend-
ency to press on our revenue resources, and that unless we contain
expenditures, it will be very difficult to maintain balanced budgets.

Mr. HENSARLING. I believe earlier in your testimony you advo-
cated returning to PAYGO and discretionary caps. Are there other
government growth restraint measures that you advocate at this
time?

Mr. GREENSPAN. One which I raised, I believe implicitly in Feb-
ruary, is the recognition that we have a set of laws in place on enti-
tlements specifically related to retirement, which includes, of
course, Social Security and Medicare amongst the major items,
which, because of the huge demographic changes which are inevi-
table starting next decade, creates more excess claims on federal
revenues than I think we are capable of creating. So that it is not
too soon to begin to evaluate the impact of what that will mean,
and I do not get the impression that we are moving sufficiently ex-
peditiously to address that problem.

Mr. HENSARLING. Thank you, Mr. Chairman.

Mr. GILLMOR. The gentleman from Tennessee Mr. Ford.

Mr. ForD. Thank you, Chairman Greenspan, for coming. Let me
jump right into it, Chairman.

I know you have talked a lot about the taxes, and you don’t want
to comment on tax cuts and the impact they may have, but the re-
ality is that is what we are dealing with, and you have come in the
middle of a time in which the country is focused on what we are
going to do on tax cuts or not.

I happen to be for a tax cut. I take issue with what some of you
said regarding the 2001 tax cut. I can’t figure out how it helped as
much as you claim it helped. It certainly didn’t help people in my
district as much, but that’s perhaps another conversation.

With regard to the lack of help that we are proposing to provide
for hospitals and schools, particularly through State aid, I'd asked
you this question before because I am not as smart as you, I don’t
know math as well as you, but I couldn’t understand how you rec-
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oncile the fact that States are faced with these growing budget
shortfalls and by law are required to balance their budgets. Yet our
stimulus package here, the President’s growth plan—and I have
done the math in his growth plan just by—I did do that—that for
$726 billion, the President has promised it will create 1.4 million
jobs. Now if the math is right, that’s $519,000 per job to create
under the President’s plan. So I guess I have a few questions.

One, is there a more cost-effective way to create jobs? Number
two, as we all know, and you know it far better than me with your
economist background, it seems to be a procyclical aspect to State
budgets. When the economy is good, they do really good. When it
is bad, they have to raise taxes or cut services, which worsens the
situation.

Wouldn’t it be in our interests in terms of creating jobs and help-
ing to put us back on a trajectory that you played a role in with
the former President to help this thing grow to figure out a way
to help the States avoid undermining what we do here at the Fed-
eral level, whatever the tax cut may be? And two, isn’t there a bet-
ter way to cut taxes to create the things that you talk about want-
ing to do in terms of growing this economy, in growing jobs?

I am opposed to double taxation. I think tax reform should take
place, but if we are going to do something, we ought to reform the
AMT before we go about doing some of the things that this Presi-
dent has proposed doing.

I know you are reluctant to talk about it, but you kind of talk
around it. I understand there have been some developments in the
last few days about appointments and reappointment, but I want
to know directly and specifically, Mr. Chairman, how can we say
to States and Governors across this country, balance your budgets,
balance your books, cut services, raise taxes, but then allow a
President—when you have talked incessantly about debt and that
being a problem, how can you come before this committee and sug-
gest that in any way, without responding in any way, that building
and piling up more debt—when States cannot do it, when they are
forced to raise taxes and cut services, I don’t understand how you
reconcile that.

1 1][\)/11". GREENSPAN. Because I am not advocating piling up more
ebt.

Mr. FOrRD. Won’t the President’s plan do that?

Mr. GREENSPAN. No. I am saying in the context of PAYGO and
discretionary caps implicitly a very significant reduction in the im-
plicit deficit that would be otherwise indicated.

Mr. FORD. Should we not be helping the States, Mr. Chairman?

Mr. GREENSPAN. Well, that is another question. I mean,
remember:

Mr. FORD. I know. It is what I am asking. Should we not be help-
ing the States as a part of the stimulus plan?

Mr. GREENSPAN. Congressman, I am not going to get involved in
the specifics of these programs, as I said at the beginning. It is an
endless conversation which I don’t——

Mr. FOrD. I am trying to narrow it down. We helped the airlines,
and I thought that was the right thing to do, the two packages we
provided for them, including Northwest Airlines, which has a hub
in my district. That being the case, would it not be smart, con-
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sistent with what you want to accomplish, Mr. Chairman, that we
provide some assistance for hospitals, for schools, responsibilities
that State and local governments primarily have? Would that not
be intelligent and wise and something that we could do that would
comport with this growth package?

Mr. GREENSPAN. I don’t think I can effectively deal at the de-
tailed level. All I can suggest is what I think is important on a
macro level, and that is where I have been all morning, and I hope
to continue to stay there.

Mr. FORD. Would it not be, in your estimation, a better tax cut,
or should I say better and more effective way to help put money
in people’s pockets, perhaps a payroll tax which 80 percent of
Americans pay, would that perhaps be a better way, consistent
with what the Business Roundtable and others have called for, to
ensure that we can grow jobs and grow this economy, and would
that not be cheaper than the $519,000 per job that the $726 billion
tax cut package the President has promise will create 1.4 million
jobs?

Mr. GREENSPAN. I am not going to respond, and the reason I am
not going to respond is that this gets into issues of tax cuts for en-
couraging consumption and tax cuts for encouraging investment,
and as you well know, as I have said previously, I am very strongly
on the side of tax cuts for investment because you do not basically
increase economic growth by inducing consumption.

Mr. FORD. You have also said that you are opposed to big debt
and growing deficits, and it seems to me that we are moving rap-
idly in that direction.

I know my time is up. I would like to enter into the record, Mr.
Chairman, if I can, in light of the letter in response to Chairman
Baker’s comments about congressional oversight and study of the
role of government-sponsored enterprises in our economy. I know
that great steps have been taken by both Fannie Mae and Freddie
Mac, voluntary ones undertaken, to comply with the whole range
of things, and eight concrete steps that they have taken. I would
like to submit that to the record, Mr. Chairman.

Mr. GILLMOR. Without objection.

[The following information can be found on page 64 in the appen-
dix.]

Mr. GILLMOR. The gentleman’s time has expired. The Chairman
has to depart. We have made a commitment to him to get him out.
If we could let me recognize Mrs. Capito and Mr. Israel, but ask
both of you to be as concise as possible so we can get the Chairman
on his way.

The gentlewoman from West Virginia.

Mrs. Capito. Thank you, Mr. Chairman. Thank you for your
presentation. My concern is the high cost of health insurance that
is occurring all across the Nation, and many businesses aren’t able
to reinvest in capital and other things because of the raise in the
health insurance premiums. Where do you see this in the long
term? And also, I think it will—another strain on the economy will
be if businesses drop their health insurance coverage, it creates
more uninsured, again causing another economic strain. I would
just like to hear your comments on that.
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Mr. GREENSPAN. Congresswoman, a really difficult problem we
confront is the fact that our technologies in the medical area are
improving so dramatically, they are creating the availability of sig-
nificant new medical services, which in the context of a third-party
payment system which is subsidized, creates an inordinate amount
of demand for medical services of all types, and that inevitably
spills over into medical insurance costs, and it spills over into the
difficulties that a number of companies are involved with.

So the issue is a very difficult one which I don’t think is resolved
other than by considering how we approach our total medical serv-
ices system and how we finance it. And I doubt very much if we
can solve problems individually without looking at the fact that,
you know, we have got 14 percent of the GDP going to medical
services, and my suspicion is more than that, in the total propor-
tion of employment, and that means a very significant part and a
growing part of the economy devoted to health care, which is very
important for the American people and is very important for us
each individually. But it does not produce goods and services, and
we have to make these very difficult trade-offs.

Mrs. CapiTO. Thank you.

Mr. GILLMOR. The gentleman from New York.

Mr. ISRAEL. Thank you, Mr. Chairman. I will try to be as brief
as possible.

Mr. Chairman, in your testimony you note that the persistent
high level of new claims for unemployment insurance suggests that
firms may still be finding it possible to meet their customers’ tepid
increases in demand with a leaner work force. I think that is a
rather prosaic way of describing job losses. Guy comes home, says,
honey, good news and bad news. The bad news is I have been laid
off. The good news is that the firm is finding it possible to meet
our customers’ tepid increases in demand with a leaner work force.

I would like to focus on that issue. We created the Temporary
Emergency Unemployment Compensation Program in March of
2002 and extended it in January, 2003. The Labor Department re-
ported last week that new applications for unemployment insur-
ance hit 455,000 in the week ending April 19. There are now fewer
jobs in the labor market than at any point in the current slow-
down. 365,000 workers exhausted their regular unemployment ben-
efits in March, and the number of exhaustees has increased for 24
straight months.

Statistics go on. Percentage of workers beginning to receive un-
employment benefits who subsequently exhaust those benefits
without finding work was at the highest level ever recorded in Feb-
ruary.

There are some who say that the best way to help workers who
are falling off the cliff is to cut taxes on people who are furthest
away from the cliff. There are others who say the best way to stim-
ulate the economy is through unemployment compensation, that
every dollar we provide in unemployment compensation is nec-
essarily a dollar invested in the economy because when workers
don’t have jobs they dramatically scale back their purchases. A dol-
lar in unemployment compensation helps increase those purchases.

So my question to you is, as a matter of immediate economic
stimulus, what is a more useful tool? Is it providing another exten-
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sion after May 31 of emergency unemployment compensation or is
it not providing that extension and instead sticking with some of
the tax reduction proposals that are on the table?

Mr. GREENSPAN. I think the crucial issue gets to the failure to
distinguish in a lot of these conversations between stimulus to cap-
ital investment which, ultimately over the long run, increases
everybody’s standard of living and, two, short-term stimulus to con-
sumption which will raise the level of activity almost by definition
and short-term employment but does nothing over the longer run.
And that is a very difficult trade-off which Congress has got to
make because if you do nothing other than short-term stimulus,
you will end up with economic growth slowing down.

Mr. ISRAEL. Mr. Chairman, on May 31 temporary emergency un-
employment compensation will end. Is it important for the economy
for us to extend that program?

Mr. GREENSPAN. I frankly have not given that much thought and
I couldn’t give you an informed answer.

Mr. GILLMOR. The gentleman yields back. Mr. Chairman, with
your indulgence I would like to have one Republican ask one ques-
tion and one Democrat ask one question and not take the full time.

The gentlelady from Florida, Ms. Harris.

Ms. HARRIS. Thank you, Mr. Chairman. Very quickly, welcome,
Mr. Greenspan. It is wonderful having you back again. I represent
a largely senior population and given the recent loss of confidence
in the markets today, the stock market and other types of invest-
ment, what would you advise Americans, particularly those nearing
retirement on the retirement plans, specifically the mix between
equities and bonds? And can you comment on possible opportuni-
ties that Congress can provide to expand retirement savings oppor-
tunities for those nearing retirement?

Mr. GREENSPAN. That is the toughest question I have gotten all
day. That really is a job for a specific investment adviser who is
knowledgeable about the specific conditions of each person’s retire-
ment needs and the like. I think people make generic recommenda-
tions in this regard and I think do a disservice to individuals. And
I think forecasting markets is very difficult, I would argue at the
end of the day, probably with rare exceptions, almost impossible.
But what you can do is measure the risks. And the risks essentially
are different from somebody who is 30 years old and is saving for
retirement or one who is 55. And I think those types of judgments
are crucial and important for appropriate investment policies for
reticllrement, and I don’t think you can generalize very far down the
road.

Mr. GILLMOR. The gentleman——

Mr. FRANK. I just wanted to get a little glass of that. So someone
55 might be retiring in 25 or 30 years and he would want to be
prudent.

Mr. GILLMOR. The gentleman from Illinois, Mr. Emanuel, for one
question.

Mr. EMANUEL. Thank you. Fifteen months ago the Congress
passed one of the largest tax cuts in the history of the country, the
net result has been two-and-a-half million lost jobs. Five million
more Americans have lost their health insurance, nearly a trillion
dollars worth of corporate assets have been foreclosed on, and 2
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million Americans who formerly were in the middle class have en-
tered the rolls of poverty in this country.

USA Today in their paper today noted that in the help wanted
ads, we have the lowest amount of help wanted ads this March
since 1964—available jobs out there. I know I only get one question
and I want to clarify a point that I think you answered in respond-
ing to the ranking member, Barney Frank, about the role of deficits
to the cost of capital. If we have an increasing amount of deficits
and they become perceived by the market as structural, not tem-
porary, that would have a direct impact on the cost of capital both
to businesses for their investment and ability to borrow in advance,
improvement in productivity as well as to family incomes as relates
to higher interest rates on mortgages, cars and student loans. The
cost of capital due to ever growing deficits would have a direct im-
pact on companies and on the ability of families to meet their
needs to provide for their middle class dream?

Mr. GREENSPAN. That is correct, Congressman. I should say that
you drew a connection between the 2001 tax cut and a whole series
of issues which occurred subsequently in the economy. I think you
would be more proper in saying that they were all associated with
that time frame, but cause and effect is not evident to me.

Mr. EMANUEL. You do see the debt relationship of the deficit as
a cause and effect as it relates to a greater rise in interest rates
and that we have a perception that we would have a permanent
deficit that would have a direct impact on the cost of capital as it
relates to businesses and families as it provides for their children
and for their own livelihood?

Mr. GREENSPAN. That’s correct.

Mr. GILLMOR. Mr. Chairman, I want to thank you for appearing
before us. Your testimony as always is informative, insightful, and
if we do this enough, I might understand most of what you said.
Thank you.

We will proceed to the second panel. If the panelists can take
their place at the table we will get underway. Mr. Peterson is not
here yet, but we will proceed. And Mr. Aaron was first. And we
would like our panelists to summarize their remarks in about 5
minutes and then we can go to questions. Mr. Henry Aaron, Senior
Fellow of the Brookings Institution.

STATEMENT OF HENRY AARON, SENIOR FELLOW, THE
BROOKINGS INSTITUTION

Mr. AARON. Thank you very much, Mr. Chairman. I wanted to
make five main points and respond to one that was raised in the
course of Mr. Greenspan’s testimony. The first point is a simple
confirmation of the evidence from the Congressional Budget Office
and virtually every other forecaster that we face substantial budget
deficits over the next decade even if no tax cut whatsoever is en-
acted. Tax cuts will necessarily increase those deficits. The recent
report of the Congressional Budget Office confirms that fact, not-
withstanding the oped that was referred to this morning by Martin
Feldstein. The CBO report shows it is as likely that dynamic scor-
ing would result in increased estimates of the revenue loss from
the tax cuts as that it would show decreased costs.
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The more serious point I think is that the longer term budget sit-
uation is even more serious than the intermediate term situation
because of reasons that were also covered in Mr. Greenspan’s testi-
mony; namely, the imminent retirement of the baby boom genera-
tion and the attendant increases in pension and health costs. In
that situation, I believe it would be unwise to institute any further
tax cuts of any kind, including an acceleration of the tax cuts en-
acted in 2001 or the passage of additional provisions.

There is a case to be made for some short-term economic stim-
ulus, but it is a mixed case. We have had a massive amount of fis-
cal stimulus over the last couple of years and a massive amount
of monetary stimulus. If there is to be any additional stimulus, in
my view it should sunset very quickly. The so-called jobs and
growth program of President Bush, in my opinion, is misnamed, be-
cause it will create neither jobs nor economic growth over the long
term. Indeed, the forecast of the very firm on which the Council of
Economic Advisers relies showed precisely that result. Some initial
job growth was shown under their projections for about 18 months,
but job reductions were shown for the remainder of the decade. The
overall effect, therefore, is not increase jobs, despite their assump-
tion that they assumed that there would be no tightening of mone-
tary policy in response to the tax cuts.

Finally, I would like to refer back to the discussion that occurred
regarding the relative productivity of public and private invest-
ment. I rarely heard a falser distinction in my life. The United
States has been built on the productive partnership of public and
private investment throughout its history. The interstate highway
system built with public moneys is the basis for the modern truck-
ing industry, a large private sector investment. Research, funded
publicly through the National Institutes of Health, helps support
major private investments through the pharmaceutical industry. To
be sure, there are wasteful public investments. Each of you no
doubt has your list and I have mine. But there are wasteful private
investments as well. Consider, for example, the tens of billions of
dollars that have gone into fiber-optic cable that is at best pre-
mature and may be entirely wasteful. And there are many other
cases as well.

The important thing to recognize is that we should be against
wasteful investment, whether it is public or private. We should un-
dertake public investments that help support productive private
sector investments, and that includes a good deal of what the Fed-
eral Government does. It includes enabling students from the bot-
tom quartile of the socioeconomic ladder to attend college if they
have as much ability as those at the upper end of the economic dis-
tribution. It includes additional support for biomedical research
and in other areas.

I think it is also hard to make the case that somehow economic
stimulus is on net increased if we cut taxes for people to encourage
private consumption and at the same time decide not to provide
support for States and localities, thereby resulting in Medicaid en-
rollees from being cut from the rolls, schools being closed because
there are no funds available for after school programs and elderly
centers being closed because there are no funds for them either.
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T%lis is a choice of priorities. It is not a choice about economic stim-
ulus.

Thank you.

[The prepared statement of Henry Aaron can be found on page
66 in the appendix.]

Mr. GILLMOR. Thank you Mr. Aaron. Mr. David Malpass, Chief
Global Economist, Bear Stearns.

STATEMENT OF DAVID MALPASS, CHIEF GLOBAL ECONOMIST,
BEAR STEARNS

Mr. MALPASS. Thank you, Mr. Chairman, and members of the
committee. I am pleased to have the invitation to talk about these
issues. I would like to make several points.

First, I think the economic outlook is actually quite good. We
have had a major improvement in macroeconomic policy since 2000.
Specifically interest rates have fallen, real interest rates have gone
negative just in the last few months, and that is going to encourage
inventory and investment. The value of the dollar has changed sub-
stantially and moved to a pro-growth level after having been at a
deflationary level. Inventories are low now.

Very important in the economic outlook is the issue of the tax cut
and the incentives within the economy. It is true that there are
problems facing the economy. That is true all the time. But what
I think we see right now is a major improvement in the macro en-
vironment since 2000 that will lead to a solid economic recovery in
coming months.

My statement goes through labor market conditions, describes
that even though we have lost a lot of jobs in the last year the
number of people employed in the U.S. economy is at $130.4 mil-
lion. That is over a million and-a-half more than in 1999. And re-
member 1999 was a boom time. The unemployment rate was down
at 3.8 percent. With more people employed now than at that time,
that will help contribute to the economic recovery.

My statement goes through some key variables in the outlook. In
general the outlook is good. Some of the variables are oil prices,
business investment and then the tax cut. The reason the tax cut
is important is because of the capital structure of the United
States. We right now have a system that biases heavily the capital
structure toward debt instead of toward equity, and that reduces
the efficiency. It causes the economy, the private sector to make
wrong choices based on tax policy. In my view, the President’s pro-
posal would add strongly to both the near and longer term growth
outlook. It would provide important benefits in terms of jobs, eco-
nomic growth, capital mobility, national savings and corporate gov-
ernance.

I think the President’s proposal is much superior to some of the
alternatives that have been mentioned, either doing nothing or
doing cash rebates or doing consumption oriented tax cuts or doing
targeted investment incentives such as equipment expensing. What
we need to make the economy grow is an improvement in the qual-
ity of investment, as much as in the quantity, and that would be
achieved through the change in the dividend taxation.

I will mention two side benefits from changing the tax structure.
One is the United States is running a big current account deficit
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now. That shows an investment rate that is above the savings rate.
One of the reasons for that is the heavy taxes on savings, and one
of those is the taxation of dividends. So we would get a side benefit
from the tax cut in added savings.

Also, there are positive implications for the direction of future
tax reforms if this particular tax reform is able to move forward.

My statement goes through two other issues which I want to
mention. First, the scoring issue. Oftentimes we think of this $350
billion number or $550 billion number as something that might be
accurate. Remember scoring is distinctly inaccurate. It has no bear-
ing on what is actually going to happen out of a tax cut. It also
has no bearing on the benefits that are enjoyed by the economy
from a particular change in the tax. In particular, as they think
about scoring a tax cut, they are focused on how much revenues
the government will lose.

Their mission isn’t even to try to decide what will happen to the
Nation as a whole. It is a limited mission; how much will the gov-
ernment lose. In this particular case, one of the benefits to the
economy as a whole is the wealth gain for the Nation when there
is a tax cut.

My statement shows that we have a recent example of the im-
pact of lower asset taxes on the value of assets and the related eco-
nomic impact.

In 1997, Congress lowered the capital gains tax on real estate.
We saw a major increase in the value of real estate and also in the
jobs involved in constructing real estate. I think what we would see
similar reactions to a dividend tax cut, a massive increase in na-
tional wealth and a surge in economic activity at a relatively small
cost to the Federal Government.

The current dividend tax distorts the capital structure. It creates
an expensive wedge or a toll gate between retained earnings and
the shareholder, plus it encourages debt and unproductive acquisi-
tions. Its elimination would, in my view, improve the allocation of
capital, adding substantially to near-term and long-term U.S. Eco-
nomic aspects.

A final part of my testimony is related to the budget deficits. I
will leave you with just one point in this area. Recall that the pro-
jection of budget deficits is an extremely inexact science. No one
really has any idea what the budget deficit is going to be over the
next 10 years. CBO is projecting that the tax receipts to the Fed-
eral Government over the next 10 years will be $27.4 trillion. So
a gigantic amount of revenue is coming in. You should put a con-
fidence integral on that. That is plus or minus 5 percent. They real-
ly have no exact way of knowing how much the receipts are, but
let us say that they are close to within 5 percent. That means that
you have a one-and-a-half trillion dollar uncertainty about what
the receipts are going to be.

Congress is arguing about $200 billion of inaccurate scoring as
a way of making tax policies. Instead, Congress should be thinking
about what the right tax system is, what the right spending system
is and spending less time looking at the budget estimates and the
scoring estimates, which everyone is largely in agreement can’t be
done at all accurately.

Thank you, Mr. Chairman.
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[The prepared statement of David Malpass can be found on page
83 in the appendix.]

The CHAIRMAN. Mr. Peterson, welcome back and it is good to see
you. I think we were on the same panel up in the Big Apple. Good
to see you and welcome.

STATEMENT OF PETER G. PETERSON, PRESIDENT, THE
CONCORD COALITION

Mr. PETERSON. Mr. Chairman, in March of 2001, a bipartisan
group of us from the Concord Coalition; namely, Warren Rudman,
Bob Kerrey, Sam Nunn, Paul Volker and myself, stated our views
of what ought to be done about a fiscal stimulus, and we said it
should be temporary, it should be targeted to taxpayers and busi-
nesses most likely to spend it and you should do nothing to aggra-
vate the long-term fiscal outlook. As we look at the current plan,
I am sure our group would agree that what we see and the argu-
ments we hear are not terribly persuasive, particularly against
those criteria.

First, a word about worsening fiscal outlook and why it matters.
Two years ago, Mr. Chairman, the CBO told us that the 10-year
budget balance would be a mountainous $5.6 trillion. We at the
Concord Coalition believe there is a more realistic estimate. The
10-year outlook is probably closer to a $4 trillion deficit. That $10
trillion swing is probably the largest in the history of the country
except at times of war.

Also, Mr. Chairman, we have to remember that deficits today can
be justified by surpluses tomorrow, but right now the long-term
deficit outlook is even worse than the 10-year outlook. Let us keep
in mind that we face an unfunded obligation on Social Security,
Medicare and Federal pensions of $25 trillion, according to the U.S.
Department of Treasury. As a share of payroll, the cost of Social
Security and Medicare hospital insurance programs alone would
need to rise from today’s 14 percent to somewhere between 24 and
34 percent of pay. I think most of us would find that unthinkable
and unsustainable.

You know, Mr. Chairman, we have gotten used to thinking about
entitlements as a long term problem but in fact it is beginning to
overlap with our near term. The fact is that in only 5 years the
first boomers begin retiring and the entire generation will be on
full benefits in 8 years.

Now why do deficits matter, particularly the long-term deficits?
The problem with long-term deficits is they soak up national sav-
ings and crowd out productive investment. You all know that
America’s saving pool is already very shallow and getting
shallower. Regardless of this endless debate of the effect of deficits
on interest rates, increased budget deficits reduce future income.
What really matters is the amount of national savings that is con-
sumed by deficits and whether it is offset by private savings. Oth-
ers argue that we didn’t need to worry about this because foreign
savers will pick up the slack.

In the first place, Mr. Chairman, our foreign friends in Europe
face even more daunting entitlement problems than we do because
of the rapidly declining birth rates. In any case, whatever we bor-
row from abroad we have to pay back or else fork over a permanent
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debt service to foreigners. Any way future American living stand-
ards will be affected.

The current policy, it seems to me, Mr. Chairman, constitutes an
explicit decision by today’s adults to collectively shift the current
cost of government from ourselves to our children and grand-
children. With that background, let us review the basic arguments
that I have heard with regard to this tax plan.

The first is that the American people want and deserve a tax cut
and a democratic government should respond to their wish. The ad-
ministration has described a vision of America in which govern-
ment takes and spends less of our money and leaves more of it in
the pockets of those of us who earned it. It is a vision that reso-
nates with many citizens. But I want to be very clear that neither
I nor the Concord Coalition is opposed to smaller governments or
lower taxes. We simply require that at the end of the day the reve-
nues are sufficient to cover the outlays. Washington policymakers
must not pretend that we can have it all, guns, butter, and tax
cuts.

In short, I would insist that the bottom line logic of public fi-
nance, that the long-term tax burden is determined by long-term
spending burden and that unless you reduce the long-term spend-
ing burden you don’t really cut taxes, you simply shift the burden
of taxes from the present to the future. There is no public finance
textbook that I know about that teaches you that you can ease the
long-term tax burden simply by cutting the tax. Instead of pre-
tending of accomplishing the impossible we should be educating the
public that when you face a future of endless huge deficits, you
have to cut spending long term before you cut taxes long term.

Argument number two, okay, let us forget the long-term tax bur-
den. The tax package still makes sense as a near term financial
stimulus to bring the economy to full capacity. Today’s economy re-
mains fragile largely because business and consumer confidence re-
mains fragile. Under these circumstances a stimulus could have a
beneficial impact. The problem with the stimulus justifications that
I have heard is it doesn’t apply to the plan under consideration.
For fiscal stimulus to be effective, it has to be put into the con-
sumers’ pockets as quickly as possible. Yet just 5 percent of the ad-
ministration’s economic growth projections, those that explicitly ad-
vertise a stimulus, would end up in the consumers’ pockets this
year and over the 10-year period just 17 percent over the first 3
years.

Argument three, even if it doesn’t deliver much near term stim-
ulus the tax plan does make the Tax Code more efficient, which
translates into less economic waste and a higher standard of living.

Many supporters of the administration’s tax plan argue that its
provisions to eliminate the double taxation and corporate earnings
would make our tax system more efficient. I am sympathetic to this
argument. Personally as a matter of tax design I wouldn’t do it the
same way. A better plan would be to relieve earnings at the cor-
porate level. But my biggest problem with this provision, however,
is not its complex design and implementation challenges. My big-
gest problem is that it is deficit financed. Reducing the taxation on
corporate earnings may marginally improve savings behavior, but
not nearly enough to compensate for the loss in Federal revenue,
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which adds directly to Federal debt and in the long term subtracts
dollar for dollar from national savings. Far better it seems to me
would have been to make any proposal revenue neutral; for exam-
ple, by genuine tax reform that eliminates many of the obviously
inefficient corporate tax subsidies.

Argument number four, the critics just don’t get it. What this tax
package is really about is improving supply side incentives to work,
save and invest. We should all be acknowledged that the supply
side reductions in a context of punitive tax rates, and indeed they
once were, have sometimes been very successful. And if supply side
advocates were less theological in their interpretation of the data,
we should be able to acknowledge that in other instances the tax
rate reductions have had indifferent or ambiguous results. In fact,
there is plenty of evidence when marginal tax rates are not high
the efficiency gains from cutting them may be modest. The mar-
ginal tax rate, as you probably know, on Federal income and pay-
roll taxes is now 30 percent. It is among the lowest in the devel-
oped world. And the impact on economic activity can be ambiguous.
In other words, while some people may react to more after tax in-
come by working more, others may react by working less. But even
if the supply side response to the administration’s tax cuts is both
positive and sizeable, the gains would be canceled out, perhaps
overwhelmed by the sizeable inefficiencies of the deficit that the
administration plans to run in order to pay for it.

According to some of the dynamic models by CBO and several I
have reviewed as chairman of the Federal Reserve Bank in New
York, the tax plan could actually result in significant GDP losses
over the long-term.

Tax plan argument number five, let us be honest. The ultimate
purpose of the tax cut plan has nothing to do with economics. It
is about politics or political philosophy. The purpose is to starve the
government of revenues so that in the long run the Congress will
have no choice but to cut back spending and with that diminish the
size of government. This is a seductive apologia, but I have three
objections to it.

First, I think it is unfair because no end, however legitimate, can
justify such means. Nothing excuses holding the next generation
hostage, including our own children, on the dubious bet that the
other party will have the goodwill to relent.

Second, it could also be cynical because it assumes that our
democratic process is broken and no longer makes sense to advo-
cate a policy for the common good, but we have to rely on a certain
amount of subterfuge.

Third, I think it could be considered hypocritical. One could take
the ostensible goal of tax cuts as smaller government more seri-
ously if we saw the party pushing the tax cut were also trying with
great energy to cut spending both short term and over the longer
term, for example, with genuine reform of what OMB itself calls
are unsustainable entitlement programs. But we see nothing of the
sort. Indeed it is hard to find the small government argument per-
suasive when the budget does nothing to reform entitlements, al-
lows debt service cost to rise along with that and urges greater
spending on defense and indispensable homeland security when
these functions comprise over four-fifths of all Federal outlays.
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Mr. Chairman, our Nation faces at least two history bending
challenges, global terrorism and global aging. Meeting the first
may require marshalling new resources that are far above the
extra spending already legislated. We know that meeting the sec-
ond will test the ability of our society to provide a decent standard
of living for the old without imposing a crushing burden on the
young. It seems obvious to me that America should not approach
this fiscal gauntlet uncovered by deficits as far as the eye can see.
To do so would ignore every principle of public finance,
generational equity and long-term economic stewardship.

Thank you.

[The prepared statement of Peter G. Peterson can be found on
page 95 in the appendix.]

The CHAIRMAN. Thank you, Mr. Peterson. And our final witness,
Dr. Kevin Hassett.

STATEMENT OF DR. KEVIN A. HASSETT, DIRECTOR OF ECO-
NOMIC POLICY STUDIES, AMERICAN ENTERPRISE INSTI-
TUTE

Mr. HASSETT. Thank you, Mr. Chairman and Mr. Ranking Mem-
ber. It is a great honor to be here. I guess from looking around it
seems like we don’t have a baby boomer on the panel but we are
on opposite sides, some of us. And I think looking at the baby boom
problem as sort of the long run fiscal problem that our Nation faces
is very important and provides an interesting perspective on the
current fiscal policy debate, and that is the intent of my prepared
remarks that you have before you.

Before we can think about the question what solutions should we
pursue, we need to identify the problems. And to my mind, there
are really two big clear problems that I don’t think that you could
ignore responsibly going forward. And I think that once these prob-
lems are recognized then when we have a package like the budget
proposed by the President, for example, then we should take each
of the items in the package and compare them to these problems
and see if they help make them better. And if they do then perhaps
they are good policy ideas.

I think the first problem in the long run, as Chairman Green-
span mentioned, the long run budget outlook is terrible. The short
run is bad and the long run is terrible. Indeed, the most recent
Congressional Budget Office forecast over the next 75 or so years
suggests that Federal deficits as large as 20 percent of GDP will
be accomplished absent policy changes. So it is not that if we keep
doing these crazy things we are doing and spending new moneys
on stuff that we are going to have that big deficit. No. If we keep
coasting then we are going to have a deficit that large.

But I think the interesting perspective that I found in the CBO
study that came out a year ago, and I understand they are updat-
ing this, is that if you try to identify the cause of this 20 percent
of GDP deficit, you see that in their forecasts at least and I share
Mr. Malpass’ criticism of such forecasts—I don’t know how accurate
they are going to be—but in their forecasts the chart in my testi-
mony which 1s just reproducing their chart—that the problem is
wholly attributable to a surge in outlays. Indeed, relative to GDP
the CBO is forecasting that revenues will be about constant but
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outlays go from a little bit below 20 percent of GDP to about 40
percent of GDP. Now in my testimony, I try to put that in perspec-
tive. If the U.S. Were to actually get to the point where we had a
Federal Government of about 40 percent of GDP, then that prob-
ably means that State and local spending would be about 20 per-
cent of GDP, if it kept up as it normally has, which means about
60 percent of GDP absent policy changes would be spent on govern-
ment things. Now I don’t think that we are going to get there. But
again if we did I think it would just be devastating for the econ-
omy.

In my testimony I provided a chart that gave you an idea of what
kind of growth, economic growth experienced countries with large
governments or governments close to that large have had and it is
pretty darn terrible. So what is going to happen is at some point
we are going to recognize that we can’t afford the entitlements that
we promised. And I think we are going to have to come together
with good faith from both sides of the aisle and work out some kind
of solution to it. But I think that recognizing that we kind of face
this discrete choice going forward, are we going to become like a
socialist European country where we have got a very large fraction
of GDP devoted to government or not is a key background debate.
And when we look at the President’s proposal, then, for example,
the prescription drug benefit is something that makes this problem
worse and doesn’t make it better. I am not an expert on Medicare,
and it could be that we need a reform that provides drugs as well,
but the expenditure on that certainly doesn’t help.

The second problem, I think, and again economic issues can be
complex, the second problem is that the U.S. Corporate tax code is
out of step with the corporate tax code of the rest of the world. The
economics profession has demonstrated I think almost unanimously
over the last couple of decades that high capital taxes, as Chair-
man Greenspan mentioned, can significantly harm economic wel-
fare, even the economic welfare of workers who don’t invest in the
stock market. And so the idea is that when there is a large capital
inflow then that creates jobs and makes wages increase.

I think one of the most interesting facts that demonstrates this
effect is the experience of Ireland. Ireland reduced their corporate
taxes, their tax on capital, and saw their manufacturing wages for
their blue collar workers closed from about half of that of the U.S.
To being almost equal to that of the U.S. over a decade. And so be-
cause of this, much of the rest of the world has begun cutting their
corporate taxes and their dividend taxes as well to the point where
the only country with a higher combined tax on this type of income
than the U.S. is Japan. And needless to say, I think the Japanese
are not having an economic experience we would like to reproduce.
Anddso I think the second problem is very important to keep in
mind.

I believe we have reached a point where since we are big and it
is not as urgently obvious as it was to European countries but
countries have made themselves much more attractive places to op-
erate, it makes sense for our multinationals to locate their oper-
ations overseas. And I think ultimately the stress for that and in-
deed stress that applies to ordinary workers is going to move us
to make some kind of change. And I think therefore when you look
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at the dividend tax proposal—and I will try to finish quickly—then
you can see that it does address a very pressing problem.

I think Chairman Greenspan mentioned today that he thought
that it would be a slam dunk no brainer if you could find a pay-
for for that so that it was revenue neutral. But I would argue that
if you were to look at the net effect, the noneconomic effect of the
President’s plan absent such a pay-for, that it would still move you
to make this reform because again if we don’t then we are going
to fail to address a very pressing problem.

And with that, I will conclude my remarks.

[The prepared statement of Kevin A. Hassett can be found on
page 76 in the appendix.]

The CHAIRMAN. Thank you to all of our panelists. Let me begin
just to follow up on what you mentioned, Mr. Hassett and Mr.
Malpass; that is, this whole idea of a 10-year budget strikes me as
totally unrealistic. We are talking about a $200 billion difference
in the House and Senate versions over a 10-year period. If you
were to give some advice to the budgeteers and how we work or
how we try to make some sense out of this whole budget process,
what would each of you recommend maybe in a sentence that Con-
gress should do? Should we abolish the budget process or has it
been helpful? If we don’t abolish the budget process, should we
start to try to focus in on a 5-year period? Why don’t we begin with,
Mr. Aaron, and go down the line?

Mr. AARON. I think the bad mouthing of the budget projections
is a classic case of shooting the messenger. We were not of the
mind to shoot the messenger two years ago when we looked at
those 10-year projections and concluded that there was enough rev-
enue to support a very large tax cut. The current projections dra-
matically understate the seriousness of the long-term projection, as
Mr. Peterson emphasized. The $200 billion number that you cited
counts toward the budget all the reserve accumulation now occur-
ring in Social Security, Medicare and Federal employees retirement
funds, every penny of which and more besides will be needed to
meet current obligations. It doesn’t include any allowance for the
fix that will be needed for the alternative minimum tax. It doesn’t
include most of the costs of the war in Iraq. It doesn’t include any
additional costs that may be necessary for homeland security. We
are looking at a very serious 10-year budget projection.

Could we be lucky? Could growth suddenly blossom and might
we avoid that problem? Yes, it is conceivable. But as I said in my
testimony, just because we cannot see with perfect accuracy what
lies over the crest of the hill doesn’t mean we should drive on the
wrong side of the road, and that is exactly what we are doing.

The CHAIRMAN. You basically don’t have a problem with 10-year
projections?

Mr. AARON. I have lots of problems with all the projections be-
cause we have to make a lot of assumptions. Would we improve
matters by adopting a shorter horizon? I don’t think we would. I
would like to see additional studies and sensitivity analyses. Fortu-
nately, the Congressional Budget Office has started to give us
those and I think it has improved the sophistication with which we
read their 10-year numbers.
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Mr. MaLPASS. I think the 10-year budget is actually harmful. It
causes you to make decisions that you wouldn’t make under normal
circumstances. For example, in the 2001 tax cut the conclusion was
reached to let it expire in 2010 because that saved money in the
10-year budget window that people were looking at at that time.
This created a complicated set of tax policies that wouldn’t have
Eeeél arrived at under any other concept. So I think it should not

e done.

What could be put in its place? I think several things. One is a
realistic estimate of what the near term spending commitments of
the government are. A program that starts small and then grows
over time is being heavily underestimated by the 10-year budget
window. I am not really a fan of the Medicare expansions that you
are considering now. That would be an area where, if you look at
the 10-year budget window, it is not really showing you a true look
at the cost of what you are really committing to.

That is of course how we got into the Social Security problem.
Commitments were made at the beginning that didn’t seem all that
big. We didn’t have a 10-year budget at that time, but looking be-
yond 10 years, that is when the problem occurs. The 10-year budg-
et window creates the impression that you are making logical deci-
sions when we know from experience that you are being pushed
into illogical decisions. I think I would dispense with the 10-year
budget. I would try to have a system of entitlement controls that
would look at the long-term effects of the commitments that you
are getting into.

The CHAIRMAN. Thank you. Mr. Peterson.

Mr. PETERSON. I either have the burden, Mr. Chairman, or the
good fortune not to be an economist, so I have great trouble fol-
lowing some of these models, but I would like to make just a few
points. First of all, on the cost side I would agree, Mr. Chairman,
with Mr. Aaron that it is very likely that we have grossly under-
estimated. In addition to those that Henry mentioned, let me men-
tion one that I know a little about. I happen to Chair the Council
on Foreign Relations and we have a task force working on the
Hart-Rudman recommendations with regard to homeland security.

I would be very surprised, Mr. Chairman, if a few years from
now you do not find that those needs are so pressing that you are
going to appropriate much more money than you have now. For ex-
ample, our ports are hideously vulnerable at the moment. There
are systems available to do something about that, but we have
done almost nothing about it. Now the other big item on the cost
side is obviously the entitlement burden. Let me make this point
about entitlements. They are quite different than other projections.
I heard Bill Safire, I think it was, on Meet the Press decry 10-year
projections, but I think a distinction should be made between pro-
jecting the costs of something like Social Security and projecting
other costs.

Why do I say that? The people that are going to retire, Mr.
Chairman, have already been born and can be counted. The bene-
fits are in place, and therefore you can make reasonably reliable
estimates it seems to me of what those costs are going to be.

Secondly, as you can tell from my testimony, I don’t take it seri-
ously as some would like me to take some of the growth estimates
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that people have been making for 20 some years now that I have
been in this budget business. I want to remind you of something
you probably know better than I, but in the case of Social Security
the benefits are tied to wages and wages in turn are tied very
largely to productivity. Therefore, as productivity goes up, the costs
go up. And therefore it is a problem that you are going to have a
great deal of trouble by saying we are going to grow out of this be-
cause the economy is going to get bigger.

I remind you of what happened in Great Britain. Lady Thatcher
decided in 1980 that their entitlement programs were
unsustainable, and she made one very important reform that you
may not agree with but it indicates how important this is. They de-
cided to index the benefits only to inflation and not to wages. And
because over a period of time, productivity goes up and wages goes
up, it reduced the effect of these on the economy but it did not
lcg‘ver the benefits from where they were when the reform went into
effect.

So I think it is extremely important that no one think it is going
to be easy to grow out of the entitlement program.

The CHAIRMAN. Thank you. Mr. Hassett.

Mr. HASSETT. I am reminded that you said one sentence. I think
that the budget process itself is very important. I think that the
$200 billion difference between the House and the Senate right
now is a small difference relative to standard errors or anything
else that we are talking about. But within that spending, you have
to ask yourself is the tax reduction, if you have got one in there,
something that is designed to get a big bang for the buck or not.
And I would argue that certainly there is a lot of disagreement
amongst economists about how much taxes affect things. But there
is less disagreement about how, say, the user cost of capital, the
thing that the dividend tax reduces affects things than just about
any other area. And so it is somewhat ironic to me that the divi-
dend tax proposal seems to be the thing that is going to be thrown
out the window in the Senate, or at least that is the rumor, given
that is the part of the proposal that has the strongest economic
merits.

In terms of forecasts, I think I agree wholeheartedly with Mr.
Aaron and Mr. Peterson that any artificial short run cap on how
far out you go or if you stop at 5 years or 10 years introduces
games that I think that some in this room are probably quite mas-
terful at playing where you can move revenues forward and ex-
penditures out and make it look like you are doing better than you
are in the 10-year window. I would guess that anything that is
done with prescription drugs would be the thing that would have
the biggest effect in the long run on the problems we are discussing
here and be the most subject to such games because you only look
at a 10-year window. The fact is we have got these entitlements
growing to be 20 percent of GDP over the CBO’s forecast horizon,
and that is before we had these things. And if we stop at a 10-year
window, you might miss that.

The CHAIRMAN. The gentlelady from New York, Ms. McCarthy.

Ms. McCARTHY. Thank you, Mr. Chairman, and thank you all for
your testimony. We have been here since 10 o’clock this morning
so it is difficult because each person seems to have a different opin-
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ion. My job is to try and figure out what is best for the country,
and I am not an economist. I am someone who comes from Mineola
trying to pay my bills and my mortgage and make sure that when
I retire, I am going to have something that I can sustain myself
on and not count on my family or anybody else to help me.

You brought up interesting points in my opinion. You are basi-
cally forecasting, in my opinion, a pretty rosy future for the mar-
ket. And if that is the case, then why are we even talking about
tax cuts because you are saying we are going to have a good future.
I happen to think this country will come back. And if I was to take
the money, I would personally look at all our States and I would
take that money out of the Transportation Trust Fund, it is already
there, nobody has to pay for it, we already paid for it, and do what
many Presidents have done in the past, public works projects,
working on inner cities, rebuilding our bridges and our transpor-
tation system and our roadways. The money is there and that is
what it 1s supposed to be for.

Since I have been here we have been trying to fight to bring
down the debt. But I also know when we are looking down at So-
cial Security, we are looking at Medicare. We are going to have a
drug plan. I don’t know which one will be accepted, but it is going
to come down only because the politicians have promised it and the
people are demanding it. And to be very honest with you, most of
our senior citizens, they actually need it. So the government is
going to have to come up with some plan that we can actually af-
ford to keep prescription drug prices down low. And I think that
}o me is probably the most challenging thing that we are going to
ace.

So with all of you, and you all have totally different opinions—
I agree with Mr. Peterson, this idea about debt is scaring the dick-
ens out of me, because we will be fighting this war in Iraq for a
while, not quite the war but certainly the conflict that is going to
be there. We are going to have to adjust the AMT and that is com-
ing down the road rapidly. Politically this place is going to have to
do it and they will.

And then what Mr. Peterson has said, no one is paying attention
to our ports. If you want homeland security, this to me is the scar-
iest thing going on there. And you talk to anyone that works down
on the docks. We have 121 ports of entry in this country and we
are not even going through a dot of the stuff that is coming in. So
we have a long way to go.

So the only thing I can say to all of you is I wish we could all
work together and really come up with the solutions that we are
going to be facing. But I guess my question to all of you, if you had
a choice why can’t we have a meeting of the minds, of yes, possibly
a small tax cut but also a public works program that is coming out
of the Transportation Trust Fund that would help stimulate short
term, give our States a 2-year break not having to match it and
have people out there working which would stimulate each and
every part of our cities, which to me in my own simple little way
viflould be a win-win situation. And I would ask for a comment on
that.

Mr. MALPASS. Thank you, Ms. McCarthy. Well, we have a good
future, yes, but one of my assumptions is there will be a tax cut.



47

I think that is pretty clear. As you think about whether you want
to do a tax cut, put it in terms of jobs and of the stock market, the
national wealth. Right now, Congress is putting it only in terms of
this $350 billion number, which is an inherently very inaccurate
number. It is not a good way to judge. I think a better way would
be to think about whether you want the unemployment rate 5
years from now to be 5.8 percent or do you want it to be 5.2 percent
and do you want the stock market to be up 20 percent this year
or up only 5 percent this year. You can put it into concrete terms.
I think that is a better way to think about it than the way that
is dominating the press right now in terms of this $350 billion
number.

I will leave you with a final thought. I think you should look at
each of the policy issues before you decide on its merits. So as you
think about the Tax Code, is it going to be improved by reducing
the double taxation of dividends? And the answer overwhelmingly
is yes. What we do now is wrong on the Tax Code. We tax corpora-
tions when they earn the money and then we tax them again or
tax their shareholders when they disburse the money. That causes
corporations not to disburse. And so it stops up the capital of the
country and so it is a bad system. So you have a choice to improve
it, have a lower unemployment rate and a higher stock market.
And it is at a cost that is within the rounding errors of their ability
to really estimate costs.

Ms. McCARTHY. From what I understand from business execu-
tives because productivity is up I mean the chances of rehiring a
lot of people that have been laid off, the executives are saying they
are not going to be doing that mainly because they are producing
more. I don’t know how many jobs we are actually going to bring
back in that case.

Mr. MALPASS. Retained earnings in this country are immobile be-
cause there is a huge tax placed on them. So if a corporation has
cash, it doesn’t really give the cash to the shareholders and then
let some other company get it. The corporation hoards the cash.
The rich keep their pile of money because otherwise it is subjected
to a huge tax rate in order to move it around. If you lower that
tax, you are going to get a lot more mobility of capital in the coun-
try. That means more machines and that is going to create jobs.
Two years and three years out you will have a lot more people
gvorlging in this country if you reduce the double taxation of divi-

ends.

The CHAIRMAN. The gentleman’s time has expired. The gen-
tleman from Texas, Mr. Paul.

Mr. PAUL. Thank you, Mr. Chairman. I would like to try to draw
attention to a connection between economic policy and monetary
policy. We haven’t talked too much about monetary policy but I
think that is pretty important. Obviously spending is too high and
I consider high levels of spending and deficits to be dangerous to
the long-term future of this country. For that reason I vote for the
least amount of spending of anybody in the Congress.

Mr. PAUL. But I also always vote to cut taxes under the assump-
tion that it is the people’s money, and it is never a cost to govern-
ment because all I am doing is returning the money to the people.
So, therefore, it doesn’t leave a lot of options of what an individual
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like myself can do, because the momentum, and the appetite, for
spending is so great.

The welfare-warfare state is in place and the odds of that chang-
ing, I think, are slim to none, because we do believe in welfare here
at home. And both political parties endorse it, and both parties now
endorse military adventurism overseas, there is absolutely no limi-
tation on spending.

So the exploding deficits shouldn’t surprise anyone, but I think
sometimes, though, we deceive ourselves.

I hope the markets turn around, and we do real well, but we
ought not to forget about what’s happened in Japan. And we ought
not to deceive ourselves about the GDP, because if we spend a bil-
lion dollar on missiles, we add that into the GDP because it’s gov-
ernment spending. But when you blow up a missile, it is not like
putting a billion dollars into a hospital or into schools or into hous-
ing when you actually raise the standard of living.

So that can be very deceiving, but my point is that sometimes
we rely on monetary policy. We rely on the Fed to lower interest
rates, that means print more money in order to stimulate the econ-
omy, to generate new revenues to help us out in Washington.

Generally that worked in 1990s, to a degree, because of capital
gains taxes. And the stock market and revenues came in, and it
seemed to help, but I do not see how we can depend on the Fed
to bail us out as a Congress. Matter of fact, the system of money
we have, I think, encourages us to be irresponsible because we
know that unlike a State government, if we spend endlessly, and
we vote for guns and butter, and we run up a $500 billion deficit,
we always know the Fed is there to buy these Treasury bills and
keep interest rates down.

So the question is, do any of you agree that the system of mone-
tary policy, the monetary policy we have and the idea that we can
monetize debt is actually an encouragement? Some people would
like to argue it helps us out, but doesn’t it actually encourage us
to be irresponsible and to spend and allow the Fed to pick up the
pieces and to buy this debt, because States can’t do that? Do any
of you care to comment on that?

Mr. AARON. I would go back to the statement that it is the peo-
ple’s money, and, therefore, tax cuts are desirable.

When one cuts taxes in a regime of deficits, it’s the people’s debt
that is being increased. It is, as Mr. Peterson said, the obligations
that our children will have to bear.

Would it be better if the debt that the Federal Government wish-
es to float was liquid and could not be sold on capital markets? No.
I don’t think it would be. I think it would detract from the effi-
ciency with which the U.S. Capital market operates, which I think
all of us here on the panel would agree is really one of the great
glories of modern capitalism and one of the great strengths of this
Nation.

The U.S. Capital market is remarkably efficient in moving net
savings into productive investments. My view is that the important
goal in setting tax policy, the most important goal, is to make sure
that the Federal Government, by running deficits, does not sub-
tract from national saving and thereby lower the amount of invest-
ment that we can afford to manage ourselves. As Mr. Peterson
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said, “We can borrow abroad, but then we pay the profits from
those investments abroad.” We cannot invest a dollar if we don’t
first save it.

Mr. PAUL. So you don’t think monetary policy is actually an in-
centive for us to be irresponsible?

Mr. AARON. No, I don’t. I think you manage it pretty well here
in Congress without the assistance of Mr. Greenspan.

The CHAIRMAN. The gentleman’s time has expired.

The gentleman from North Carolina, Mr. Watt.

Mr. WATT. Thank you, Mr. Chairman. I actually have a question,
but I want to make a couple of comments before I get to the ques-
tion.

And so I hope you all will indulge me, since the first comment
I want to make is to thank the Chairman for convening this second
panel today. The Members tend to show up and the press tends to
show up and savor every single word that Chairman Greenspan
gives, and he really didn’t say much today to be honest with you,
but it’s this kind of follow-up interchange between people who real-
ly don’t seem to have a political ax to grind and who really under-
stand the intricacies of all of these things, that I think are a lot
more enlightening to us, to me. I won’t speak for the whole com-
mittee, but they are certainly more enlightening to me than any-
thing that Mr. Greenspan said, at least today. Although, I think
historically, he has said some things that have been important.

Second I want to thank the members of this panel for not bring-
ing a political ax. I think that’s very important if we are going to
try to work through this.

Third, I want to give a special thanks to Mr. Peterson. He doesn’t
know this, but if I go back to 1992 when I came out of the private
practice of law and really wasn’t paying attention to any of these
kinds of discussions, just trying to make a living, and all of a sud-
den decided I was going to run for Congress because they created
a district that I thought I could represent without being a politi-
cian, to be honest with you, every single person at that time was
calling me a liberal. And the liberal position at that time was that
it was okay to have some deficits, and the conservative position at
that time was that deficits were the worst thing that could ever
happen to the country because, you know, they increased the cost
of money and, you know.

So I kind of adopted the liberal position because I was supposed
to be a liberal. And the truth of the matter is, it was the Concord
Coalition, more than any single entity, that started an evolution on
my part. And when I hear people say, “Well, you have changed
your position over the years,” you are absolutely right. I have. They
are absolutely correct that I have changed my position, and it was
the Concord Coalition that had more to do with that than any
other single institution that I can think of.

Back 1995 or 1996, somewhere in there, we did this big modeling
project where you were going around into congressional districts,
inviting people into a room and asking them to balance the budget
or create their spending priorities, and I started to understand that
every decision that we make has some consequences to it. There
are short-term consequences; there are long-term consequences.
What I think I have heard Secretary Greenspan, and to some ex-
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tent this panel, say today is, sometimes the short-term impacts of
something, the stimulative impacts, don’t necessarily correspond
with the long-term impacts. They can be—they can actually be dif-
ferent, and I think this discussion has helped me, even Chairman
Greenspan’s discussion, helped me this morning to understand
that.

I think the thing that is the constant from my perspective is
that, while we can run some deficits sometimes and they are not
inherently bad periodically, that we cannot constantly do it and, I
don’t think, regardless of the inaccuracy of the projections for the
next 10 years, there is a person at this table that thinks we are
not in a hell of a terrible situation for the next 10 years, 15 years
when it comes to deficit spending, and there doesn’t seem to be any
effective way out of it.

I seemed to have used all of my time without asking the ques-
tions.

The CHAIRMAN. I will yield to the gentleman. Two minutes for
questions.

Mr. WATT. Since I spent 2 minutes for praising the question.

The CHAIRMAN. If the record will reflect it accurately, the distin-
guished ranking minority member, it was his idea to have this
panel. So we have to give credit where credit is due.

Mr. WATT. I am glad to have this bipartisan recognition of a good
idea. That’s a good sign here, in and of itself.

I want to focus on the stimulative part of this, I guess. Let us
assume that some stimulus is needed in the economy and I am not
looking at the long-term benefits of a restructuring the tax thing,
just at the stimulative effect.

Somebody named economy analysis, that said that just the stim-
ulus part of this, if you extend Emergency Federal Unemployment
Benefits, you get one $1.73 for every dollar that you spend. If you
accelerate the 10 percent bracket, the lowest bracket, you get $1.34
for every dollar that you spend. If you get more aid to State govern-
ments, you get $1.24 for every dollar that you spend. All the way
down to the dividend taxation reduction, where you get a$.09 stim-
ulative effect, not long-term effect, but stimulative effect, $.09 for
every dollar that you give back on this dividend tax thing.

Just looking at the stimulative part of this, shouldn’t we be—and
I had this discussion with some corporate executives from GE who
were sitting at my table at a dinner the other night—if we need
a stimulus, shouldn’t we be looking at extending opportunity em-
ployment benefits and accelerating the 10 percent, the lowest
bracket increase, so we can get more money into the economy. Both
of those things I think do it. Just don’t worry about the long-term
consequences.

I am not arguing with Mr. Malpass or Dr. Hassett about whether
restructuring the tax on corporate earnings and dividends might be
beneficial long-term, but I am looking at whether it would be bene-
ficial to do something stimulative and whether those two things
might not be the highest priority.

Mr. MALPASS. I will give the short answer, and then maybe oth-
ers have a longer one.

I don’t agree with those estimates that you cited. The $.09 ben-
efit from the dividend tax cut is simply a gross underexpectation
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on the economy. That’s a really negative statement on the way the
economy works.

Mr. WarT. But that’s short-term, now, I am not talking about
long-term.

Mr. MALPASS. Markets and people are forward looking. If T tell
you that your tax rate 3 years from now is going to be much lower
than it is today, you are going to get more education, work harder
now, get a better job. You are going to start today. You are not
going to wait for 3 years. You are going to know that if you are
in a better position 3 years from now, you are going to do more.
And that’s the same for these S corporations. If businesses in
America know that the capital structure is going to be more liquid,
they are going to start working harder and more efficiently today.

Mr. WATT. That’s exactly the opposite of what the GE executives
told me. They told me they would take the money and put it in a
savings account, and when the economy turned around, it would
have some benefit because they would invest it. And I acknowl-
edged that, but short-term stimulation, the next 6 months to a
year, is what I'm talking about.

I absolutely disagree with what you just said.

Mr. AARON. If you want to stimulate in the short run, you must
do it through consumption. Investment plans take a while. They
are not made overnight. For that reason, I think Mr. Greenspan
was entirely right, it does not contribute to long-term growth by
building up the capacity of the Nation to stimulate consumption in
the short run. But he is talking about stimulating growth through
expanding the supply side of the economy.

Short-term stimulation is about spurring demand, and for that
purpose, you want to get the money out into purchases fast. The
quick way to do that is to cut taxes for people who have high pro-
pensities to spend out of current income. And that would involve
ideally, in my view, a repetition of the per capita rebate. Not all
of it gets spent, much of it does not because it is temporary. A sus-
pension of part of the payroll tax with compensation to the trust
funds from the general fund would also stimulate immediate con-
sumption.

Dividend cuts may indeed have long-term effects on investment
and may indeed have long-term effects on consumption by those
who receive the dividend relief. But if you want to get a big bang
for the buck, quick, put it in the hands of middle- and lower-income
households who need to spend essentially all their income in order
to get by.

The CHAIRMAN. You may respond briefly, then we will move on.

Mr. HASSETT. It is—I disagree with Mr. Aaron on that, Mr. Watt,
as have most previous Congresses during recessions. We have very
often had investment tax credits during recessions. They have very
often stimulated investment, and the investment tax credit equiva-
lent of the President’s proposal is about a 5 percent investment, not
as big as 10 percent ITCs that we have seen in the past, but it’s
not tremendously different from the types of things that President
Kennedy was one of the first ones——

Mr. AARON. The key to an investment tax credit is that it has
to be temporary. This provision is not a temporary tax credit. It is
a permanent one. The idea of a temporary tax credit is, you put
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investment goods on sale, go out and buy them right now, and you
get the discount. If you say that the price is going to be cut indefi-
nitely, then the stimulus to go out and buy now is dramatically re-
duced.

I would agree with Mr. Hassett if he is talking about a tem-
porary investment tax credit, but not a permanent one.

The CHAIRMAN. Gentleman from Washington, Mr. Inslee.

Mr. INSLEE. Thank you, Mr. Chairman.

I want to thank all the members of the panel, but again particu-
larly Mr. Peterson. And just to dovetail, what Mr. Watt talked
about, about his sort of epiphany or renaissance in regard to the
budget deficits, I want to thank you for a different reason. I came
to Congress, at least the first time, the same year Mr. Watt did,
1993, but I had a different view. The deficit was one of the reasons
I first ran because on Sunday morning when I would open up the
newspaper and be having a nice omelet, it would be spoiled by
looking at what these idiots in the U.S. Congress were doing, cre-
ating this enormous debt burden for my kids. And I have got three
sons, and so I kind of had that epiphany maybe a little earlier than
Mr. Watt, but I think with the

Mr. WATT. You are always smarter than me.

Mr. INSLEE. It has been in large part because of Concord Coali-
tion works that you have been instrumental in, and I want to
thank you for getting Americans to understand the depth of this
problem and the source of the problem which is the U.S. Congress
and the Executive Branch.

I just want to give you an impression that I have and just ask
for your comment. My impression is almost on an issue perhaps of
morality as much as economic theory, in that I believe there is a
moral component of when we create this debt burden for our chil-
dren. Regardless of economic theory, it’s something we ought not
to do and I look at this, I heard one of the speakers, I think it was
maybe John Tanner, during the floor debate about this, he actually
likened this tax cut as actually the largest tax increase in Amer-
ican society because, ultimately, it will increase interest rates on
the Federal debt. And you and I know, tax payers pay a debt tax,
right now almost 14 percent of all the income taxes they pay go to
pay the interest on the Federal debt. And in one way or another,
I appreciate your testimony because what you talked about is that
this basically is just shifting the burden to pay for this to a later
period of time. Obviously, at some time, the paper will have to be
paid, and this is shifting it down a generation, perhaps, and I look
at this, I look at this tax cut as an abject failure of my generation.
They talk about the greatest generation, World War II, well, my
generation is the baby boom generation, and when we retire, this
tax cut is an explicit promise to our kids that they are going to
have an enormous tax increase. They are going to finance my gen-
eration’s retirement, and I think there is a moral component to
this, and that’s why I feel strongly about it.

So, I guess, I ask you to comment on some of the sentiments.

Mr. PETERSON. If I may, a lecture on morality doesn’t come very
convincingly from somebody on Wall Street, but let me take a crack
at it.
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There was a German philosopher named Bonhoffer who said,
“The ultimate test of a moral society is the kind of world that it
leaves to its children,” and I think what we are doing to our kids
is fundamentally immoral.

I would like to respond to a comment that Congresswoman
McCarthy made about why we cannot get together and solve this
problem, because I don’t know many people that want to con-
sciously hurt their own children.

I think we need a common understanding of what the problem
is. And if I could make one suggestion, Mr. Chairman, I would love
to have you have a hearing on the single issue of the trust fund,
because I think that has done more to confuse the American people
and to diminish the importance of this problem than almost any-
thing that has happened.

My father went to his grave saying, “I don’t know why you keep
writing books about all these long-term liabilities and stuff. I have
got an account, and that money has been set aside, and that’s going
to be there when I retire.” I collected oxymorons because I was once
called a powerful Secretary of Commerce, and anybody who has
ever been here knows there has never been one in the history of
the government. In a sense, the trust fund is kind of an oxymoron
because it says fund. It’s not funded; it’s unfunded. It says trust,
and I think it’s extremely important, Mr. Chairman, that the
American people have a common understanding of this problem be-
cause as long as they really believe there is a trust fund out there
that has been funded and that’s set aside for them, they aren’t
going to take this problem seriously. And it is the one thing I think
we all agree on, that it is a real problem.

Mr. INSLEE. If I ask Mr. Hassett, we know the arguments for a
removal of the dividend tax, the potential of distorting impact, but
in your view, given certain facts that I think we all agree on,
namely, that people are getting older and medical care costs are
going up, the baby boomers are starting to retire, the AMT tax will
be fixed in some sentiment, defense costs will go up, Homeland Se-
curity increase will go up. All of these are bipartisan consensus
items I have stated.

Given that fact and given the fact that deficits will increase as
a result, would it not be preferable if you believe you want to re-
move that distorting impact of the dividend tax, to find some other
means so that we don’t end up with these giant deficits? For in-
stance, closing the Bahamian-Bermuda Triangle tax dodge that
some of our less patriotic corporations have chosen to take, for in-
stance.

Mr. HASSETT. Thank you for the question. I think that the divi-
dend tax cut is likely an important enough policy that we should
try to think what we can agree on to do in order to get it passed.
I think that we also have to recognize, however, that, as in my tes-
timony, the charts to my testimony, to the extent that we are doing
this irresponsible or you said immoral thing to our children be-
cause we are setting them up to have this terrible bill that they
are going to have to pay, well, the reason that we are doing it, first
order, big reason is that the spending is soaring so out of control.

Mr. Peterson mentioned that Margaret Thatcher indexed retire-
ment benefits to inflation but not to growth. If we did something
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like that, it would go a long ways towards fixing the problem, and
whether we do something like that or not, I don’t think is going to
be seriously impacted by $200 billion of tax policy this year.

The CHAIRMAN. The gentleman’s time has expired. Gentleman
from Massachusetts to close.

Mr. FRANK. Mr. Chairman, I want to apologize to our witnesses.
Not for my personal shortcomings, but for the shortcomings of our
political culture. This is a very useful discussion. I am enormously
grateful to these four very busy, very thoughtful people for having
a rational and civil discussion about some of the most important
issues in society. I am sorry it’s not sensational enough to attract
the attention it ought to. I am comforted by the fact that C-SPAN
is here and that people are interested in it and that the number
is 10s and of more thousands, and I think it has been useful time.

I was struck by Mr. Hassett referring back to the Kennedy Ad-
ministration, because that’s when I was taking Economics 125 and
Dr. Aaron was grading me. So I was going to say that’s an irrele-
vant, so far time gone, but I can’t do that. I was going to suggest
to Mr. Peterson that maybe he wasn’t governmentally powerful. I
think Herbert Hoover used the Secretaryship of Commerce to at
least some political advantage. He may have been the only power-
ful Secretary of Commerce.

Question, first I am struck and I appreciate your honesty. It’s
been talked about, Mr. Hassett and Mr. Malpass, too, in some ex-
tent that each side suggests witnesses. Dr. Hassett, you were par-
ticularly explicit in denigrating the marriage-penalty relief and the
child-tax credit. Would you expand on that?

Mr. HASSETT. Sure, Mr. Frank. Thank you. I guess you are try-
ing to get me in trouble but——

Mr. FRANK. No, I am reading what you wrote. I am not bugging
you.

Mr. HASSETT. I will continue to dig. I think that tax policy needs
to be based on sound economic principles, that we need to have
broad bases.

Mr. FRANK. We can stipulate to that. Why does that then lead
you to be critical of marriage-penalty relief and a child-tax credit?

Mr. HASSETT. That’s a more complicated answer. I will be glad
to get back to you with that, but there is a reason why. The con-
cern of the marriage penalty is quite cyclical over time, and we get
really upset about it for a while. Then we fix it, and the way we
fix it, we get upset about that, and then we put it back.

Mr. FRANK. You presumably aren’t cyclical about it. Why do you
think it’s not very important?

Mr. HASSETT. I think that the

Mr. FRANK. From the economic standpoint.

Mr. HASSETT. On the economics of it, on the marriage penalty,
you have to decide whether you want every family who has an in-
come of $100,000 to pay a tax, regardless of where the $100,000
comes from. Is it one person making $80 and one person making
$20? Or is it two people making $50? Or do you want to tax every-
body who makes $50,000 the same, whether they are married or
not? You have to pick, and if you get upset about the way the tax
code treats one set of people, then you will change the code.
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Mr. FRANK. Give me a factual statement now. You say it does lit-
tle to strengthen the economy. Why do you say that?

Mr. HASSETT. I think that using the tax code to attempt to shape
families is—you are not going to have any use out of that. It is not
going to be effective. So if you want to have more children, I don’t
think a child credit is going to make people have more children. In
terms of lowering taxes, we try to stimulate activity

Mr. FRANK. Neither one of these, in your judgment, would be
likely to increase efficiency or productivity or do those things ?

Mr. HASSETT. Correct.

Mr. FRANK. Let me say, I did want to comment, and I respect the
integrity of the gentleman from Texas with whom I am often
aligned on various matters of personal liberty, but I disagree very
much, as Dr. Aaron did, with his formulation that it is the people’s
money.

This notion that it is the people’s money versus some entity
called the government’s money, I think, greatly misstates things.
Of course it is the people’s money, but thoughtful people under-
stand that they have two sets of needs roughly. There are needs
that we can all best deal with individually, by money that is indi-
vidually available to us, but there are also needs that, all the peo-
ple I know believe, that can only be dealt with collectively, cleaning
the air, public safety to some extent, public transportation.

So this dichotomy between the people’s needs and the govern-
ment’s needs is a mistaken one. There is a dichotomy between
those needs which we can best fulfill individually and those which
we can best fulfill working together. There are some questions
about the inherent efficiency or inefficiency of when we work to-
gether. I tend to share Dr. Aaron’s view on that but I think that’s
where we ought to formulate it.

That leads me to this question. We get into debates. Well, first,
one preliminary factual question, seriously, for both Dr. Hassett
and Mr. Malpass. You are critical of the 10-year window, but to be
honest, I wasn’t sure whether you want a shorter or a longer time
horizon or both of the above. Should we substitute for the 10-year
window an indefinite, as far as the eye can see, or should it be 2
or 3 years? I think, frankly, in your criticisms of the 10-year win-
dow, sometimes it was too long and sometimes it was too short.
Could you expand on that?

Mr. HASSETT. I think it’s too short in the sense that you need to
look at the total effect of every policy. So I agree that Mr. Malpass
and I were saying different things but we were——

Mr. FrRaNK. Okay. Mr. Malpass, you seem to be saying sort of
both. By the way, let me just stipulate to one thing. Passing a tax
cut to say 2010 was extremely stupid. I understand. I didn’t vote
for it. None of us did, and so I am glad you told them that, but
should we lengthen or shorten the window?

Mr. MALPASS. I think we should have both. First, an indefinite
window, meaning in its fully-mature state. If you develop an enti-
tlement program and you figure out what it is going to cost down
the line, that is a relevant number. By having a 10-year window,
it is encouraging you to minimize the cost in the first part of that
window. You don’t get charged for the long-term, and that’s an arti-
ficiality that is distorting your——
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Mr. FRANK. So both of you say it should go on.

Let me put it this way. When we do a budget, should we then
do it as binding for 1 year, and then the projection is infinite? We
have this 1-year, 5-year. How would you change your procedures in
what terms?

Mr. MALPASS. As I mentioned, I think spending restraints on the
size of programs might be useful. The budgeting process that you
use now doesn’t help make good decisions.

Mr. FRANK. I understand. What would you do instead?

Mr. MALPASS. I think you could look at last year’s budget deficit,
not a projection of budget deficit, and then have your rules be
based on whether you are meeting your goals.

One kind of goal is the debt to GDP ratio. We are right now at
35 percent. So you could put in some kind of concept that when you
are above that, then it takes more votes, a super majority to pass
new entitlements.

Mr. FRANK. I appreciate that. Is that relevant, because that’s one
of the questions, the ratio of debt to GDP? The argument has been,
well, that’s really not all that relevant and if it’s relevant why?
Does it have effect on interest rates or you don’t think it crowds
out savings? Why should I care what the ratio to debt to GDP is
based on your analysis?

Mr. MaLpass. I think a debt to GDP analysis is a relevant way
to look at a government’s fiscal situation.

M?r. FrRANK. What harm does a high one do, is my question to
you?

Mr. MALPASS. Right now, the U.S. is at 35 percent of GDP. In
Europe, many of the countries are at 60 or 80.

Mr. FRANK. What harm does it do if we get too high?

Mr. MALPASS. As you get too high, you are going to have trouble
funding that size of a deficit. So it’s like a credit limit. If you think
of a person with a given income and then they say, “Well, I am bor-
rowing $50,000,” and the bank says, “Okay, that amount you can
handle,” and then the person says, “Well, I want to borrow
$100,000,” and they have a health problem, that’s going to create
a problem.

Mr. FRANK. Meaning people would charge me more for it?

Mr. MALPASS. I don’t think the interest rate——

Mr. FRANK. But how is it going to be a problem? I want to bor-
row more. It sounds like you are now acknowledging that there is
some negative to the higher deficits, and I wasn’t sure of what they
are.

Mr. MALPASS. I really think that the U.S. debt to GDP ratio is
low enough that more borrowing won’t affect interest rates.

Mr. FRANK. That is not what I am asking, Mr. Malpass. We have
been very civil here. I am asking you, in your theoretical terms,
what—and we also know it’s not either/or, these things are all cu-
mulative. You have ranges. At exactly what point I am not asking
now. What is the damage that comes if the ratio gets too high?
How does that damage manifest itself?

Mr. MALPASS. I think if you get to a high debt to GDP ratio be-
yond your creditworthiness, the investment in your country dries
up. People don’t want to put money in because they see a debt cri-
sis coming. The good news is that the U.S. Isn’t anywhere close to
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that, and I think a better model for thinking about extra debt now
is more in terms of quantity discounts. There are a lot of corpora-
tions where, if they borrow more money, they get a lower rate.

Mr. FRANK. More debt would be a good thing for us right now?

Mr. MALPASS. No.

Mr. FRANK. That’s what you are telling me. I understand that,
but I am trying to follow the policy implications.

Mr. MaLprAss. I disagree with the argument that a budget
deficit—

Mr. FRANK. I understand that, Mr. Malpass, but isn’t the impli-
cation of what you say, your quantity discount, that more debt
could be a good thing?

Mr. MALPASS. I think a tax cut would be very good for the econ-
omy now.

Mr. FRANK. I know, but I didn’t ask you that. Leaving aside of
how we incurred the more debt, what was that reference to quan-
tity discount? It sounded like there could be some value to having
some more debt, or is that just a throw in that I shouldn’t pay at-
tention to?

Mr. MALPASS. No, no. Very practically, for corporations and for
foreign countries, they think about placing debt on the yield curve
in order to lower their borrowing rate. It’s a very practical concept.
You know that there is the concept of a prime rate in the U.S. Who
gets prime rate? Is it somebody that doesn’t borrow very much
money. No. It’s always somebody that borrows a lot of money. They
get a lower rate because they

Mr;) FraANK. You think that has relevance to the U.S. Govern-
ment?

Mr. MALPASS. At our current debt to GDP ratio, yes.

Mr. FRANK. Let me take Mr. Aaron’s last comment.

Mr. AARON. Just two specific points.

The CHAIRMAN. You can tell what kind of grade you gave.

Mr. FRANK. A minus, so I owe him.

Mr. AARON. A high ratio of debt to GDP means a high ratio of
interest to total budget expenditures, and that is a threat to the
capacity of the government to meet its obligations in the future.
That’s point one.

Point two, the more debt that exists, in all likelihood, the larger
the holdings abroad of U.S. Debt and hence the greater vulner-
ability of the U.S. Dollar to shifts in sentiment on the part of for-
eign debt holders.

The CHAIRMAN. The gentleman’s time has expired. All time has
expired. We are most in your debt to coin a phrase.

Mr. FRANK. And that’s a good thing.

The CHAIRMAN. We appreciate your patience and your participa-
tion. It was most enjoyable and the committee now stands ad-
journed.

[Whereupon, at 1:35 p.m., the hearing was adjourned.]
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Opening Statement

Michael G. Oxley, Chairman

Committee on Financial Services

Federal Reserve Chairman Alan Greenspan
Before the Committee
April 30, 2003

Good morning, Mr. Chairman.

First of all, I'd like to thank you for your generosity in agreeing to come back
to the committee and continue the round of questions from members who weren’t
able to speak with you in February.

Secondly, let me offer you my congratulations on the President’s comments
last week that he would reappoint you to another term as chairman when your term
expires next summer. I'm sure 1 speak for the entire Committee when I say we
appreciate the strong and steady hand you have exerted in the control of monetary
policy.

A great deal has happened in the ten short weeks since you testified before
this committee. On February 12, when you were last here, a war in Iraq seemed
certain, but its length and outcome were less so. Today, we know that the war was
quick, the dictator was ousted and a free Iraqi people are on their way to a new and
more democratic government.

Back in February, the economy’s fundamentals looked good, but uncertainties
about the war and energy prices made it difficult to predict n economie turnaround.
Now, with those issues out of the way the consensus is for a gradual, but steady
recovery.

Of course, Mr. Chairman, as you know, there are plenty of things that still
can throw the recovery off track, namely the continued weakness of the global
economy, and as-yet-unknown effects of the SARS epidemic.

That is why I believe it is so important to enact the President’s jobs-and-
growth package. It's important to note that the President isn’t seeking a short-term
stimulus. Instead, Mr. Chairman, the President is seeking long-term restructurings
of the tax code of the sort that you have tended to favor over time, and that you
embraced in your February appearance. I'm particularly interested in the dividend
tax cut and its benefits for investors, for the capital markets, and for corporate
governance.

As to the other parts of the President’s jobs-and-growth package, you have
always, Mr. Chairman, said that you believed that tax predictability is important,
and that, in general, the lower taxes are and less government spends, the better. I
couldn’t agree more.
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Mpr. Chairman, I think most in this room would agree that there is no better
time to cut taxes than during an economic slowdown. It’s a little harder to reach into
the wallet, but now is when it really counts.

In closing, I think the early indicators are moving in the right direction, and
that the economy may finally be ready to rally. Since the war, we've had indications
that consumer confidence is up sharply, that consumer spending is up and that the
market seems to be recovering.

_ Again, Mr. Chairman, I thank you for your consideration in returning to the
committee, and I yield to the Ranking Member, Mr. Frank.
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Statement of the Honorable Rahm Emanuel
United States House of Representatives
Committee on Financial Services

April 30, 2003

Hearing on the Conduct of Monetary Policy, Budget Deficits & the Economy

I would like to thank Chairman Oxley for holding this important hearing on monetary
policy, budget deficits and the economy. I also appreciate that our distinguished
witnesses, including Chairman Greenspan, have taken the time to share their views with
us on these subjects.

While national unemployment figures have remained steady over the last 3 months, they
are misleading. As a number of observers have commented, those numbers do not reflect
the large numbers of “discouraged” Americans who have stopped looking for work and
are no longer counted among the jobless. Meanwhile, it was revealed recently that
Chicago lost 57,400 jobs last year, more than any other major metropolitan area. Our
unemployment rate has jumped to 6.6 %, significantly above the 5.8 % national average.
These are not just numbers. They represent people and families with debts and health
care needs. They are hurting deeply. They need, want, and expect our national leaders to
feel and express a sense of urgency about this economy. For those without jobs or
resources, a “stimulus” plan centered on stock dividend tax cuts and a realignment of the
tax code in favor of the wealthy means very little.

The Administration has offered differing justifications for its tax plan as economic and
geopolitical circumstances have changed. The tax package has been sold as a “growth”
and “jobs” plan that will immediately boost the sagging economy. Similar reasoning was
offered for Mr. Bush’s 2001 tax plan, the largest tax cut in a generation. But as President
Ronald Reagan once said, “facts are stubborn things,” and these are the facts since
Congress gave the President his tax cut in 2001,

Two and one-half million more Americans are without work;

Five million more Americans are without health care;

Nearly $1 trillion worth of corporate assets have foreclosed; and

2 million more Americans have moved from the middle class into poverty.

Commentators ranging from financial analysts to business leaders to Nobel prize-winning
economists conclude that the Administration’s plan fails on its most basic claim, because
it doesn’t deliver the immediate stimulus needed to help boost the economy in the short
term. By the White House’s own projections, less than 10% of the package’s total
spending comes in 2003, when it is needed most. Even by its own estimates, the Bush
plan will create only 190,000 jobs this year, just 11 percent of the jobs lost since
President Bush took office.
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Moreover, the President’s plan will only exacerbate the spiraling deficits that have
resulted from the 2001 tax cut. Although the White House has attempted to shift the
focus away from the deficit impact of tax cuts, the President's own Council of Economic
Advisers recently agreed with the Federal Reserve that deficits raise long-term interest
rates. In fact, the Council estimates that a persistent $100 billion annual increase in the
budget deficit would increase long-term interest rates by about one-third of a percentage
point. These numbers would be devastating to working families, who would face rising
costs for mortgages, cars, and credit cards. Yesterday, we discovered that the
government will need to borrow $79 billion this quarter, a reversal of more than $100
billion from previous projections. In light of this information, the President’s plan should
be abandoned in favor of a real stimulus plan, one that delivers meaningful tax relief to
working Americans.

I'hope Mr. Greenspan will expand on his earlier comments about the negligible impact of
the President’s proposed stimulus. I strongly encourage Chairman Greenspan to advocate
an economic plan that stimulates job creation now — not years into the future — and that
focuses resources on those who need help the most right now — not those who are doing
fine without it.

We will always remember Chairman Greenspan’s prescient warnings about irrational
exuberance in the stock market. I encourage him to speak out forcefully now against
irrational exuberance for huge tax cuts for the wealthy as the best means of providing
immediate job opportunities for the millions of Americans without them.
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Statement of Congressman Harold Ford
Committee on Financial Services
April 30, 2003
Chairman Greenspan,
In your letter of April 21 to Chairman Baker, you reiterated “the importance of Congressional
oversight and study of the role of government-sponsored enterprises in our economy...it is important
for them to be subject to the Congressional oversight process.”
Tagree with you that Congress must have a strong oversight role. Asyou know, this Committee held
6 hearings on GSE in the 107" Congress. Our predecessor Committee held as many in the 106®
Congress. Few topics have received that level of continued attention by this Committee.
Much of the attention of those hearings were on the voluntary initiatives undertaken by Fannie Mae
and Freddie Mac. As you know, the GSEs have worked with the Treasury to enhance transparency.

and provide additional disclosures.

Over the past 2-3 years, Fannie and Freddie have taken 8 concrete steps in this direction. The GSEs
have agreed to:

1. Periodically issuing subordinated debt, a market-based mechanism for increasing the
oversight of the companies.

2. Standards for liquidity maﬁagement and contingency planning
3. The Interim Risk-Based Stress Test, which requires the GSEs to prove that they can
withstand 10 straight years of economic conditions akin to the Great Depression. No other
financial institutions are held to the same standard.
4. new interest rate risk disclosures
5. new credit risk disclosures
6. Public disclosure of an annual rating
7. Voluntary registration of the companies’ stock with the SEC
8. And finally, expanded disclosures of mortgage-backed securities:
Mr. Chairman, is it not true that the GSEs have taken substantial steps above and beyond what they

are required to do to enhance transparency? And haven’t they done everything asked of them by
Treasury and the Fed?
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April 30, 2003

Opening Statement by Congressman Paul E. Gillmor
House Financial Services Committee

Full Committee Hearing to Discuss Monetary and Economic Policy

Thank you, Mr. Chairman, for holding this important hearing and providing Members
with this additional opportunity to discuss monetary and economic policy. 1would also
like to thank Chairman Greenspan for making himself available to the committee this

morning, along with our other distinguished witnesses.

I was glad to learn that Chairman Greenspan has accepted another term as Federal
Reserve chairman and congratulate him on his exemplary record in managing our

monetary policy and often unmanageable economy.

Today I am very interested to hear our witnesses’ comments on the current state of our
domestic economy and any opinions they are willing to share on the President’s Jobs and
Growth package. I understand fiscal policy falls under our congressional purview but
would respect any information or advice that could be shared by our witnesses given their

esteemed backgrounds in the study of economics.

Current possible shocks to both our domestic and the global economy are also of great
interest to me. When we heard from Chairman Greenspan previously the threat of war
was affecting investor confidence, will our continued efforts in the Middle East or the

SARS epidemic have similar results?

Again, I would like to thank Chairman Oxley for calling this hearing and look forward to

a very informative session.
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Mr. Chairman:

Thank you for inviting me to testify on current monetary and fiscal policy. In my remarks I shall
make five major points:

<>

Budget deficits for the next decade are likely even if the president’s tax cut plan is not
adopted. They are likely to be huge if it is adopted. The actual situation is worse than
official projections indicate because they are based on demonstrably unreasonable
assumptions.

The longer term budget situation is more dive still, principally because of projected increases
in the cost of Medicare and Medicaid and to a smaller degree because of growth in Social
Security outlays.

In the face of such projections, acceleration of tax cuts enacted in 2001 and the passage of
still other tax cuts would_be rash and unwise. All currently-scheduled, but not-yet-
implemented, tax cuts should be put on hold, and consideration of all additional tax cuts
should be shelved until the medium-term and long-term budget problems have been resolved.

Current possible economic weakness may justify short-term economic fiscal stimulus
although the need for it remains dubious. But any such stimulus should “sunset” guickily,
certainly before the end of calendar year 2004 so that it minimally aggravates the already
serious long-term budget problem.

The so-called “Jobs and Growth” program will promote neither job creation nor economic
growth gver the long-term. Both the administration’s own economic analyses and that of the
Congressional Budget Office support this statement.

Bruce and Virginia MacLaury Senior Fellow, The Brookings Institution. The
views expressed here are my own and do not necessarily reflect those of the staff,
officers or trustees of the Brookings Institution.
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THE TEN-YEAR OUTLOOK

As budget prospects have deteriorated, some officials and analysts have taken to bad-
mouthing the ten-year projections that the Congressional Budget Office routinely makes. The
projections, they say, are unreliable. Even if the projections are reasonable, the deficits, they say,
are not very large. And even if deficits are sizeable, they say that they are relatively unimportant
because other things matter more. The first reason for dismissing budget projections is right but
irrelevant. The second is wrong because the official projections are unduly rosy. The third is
correct, but also irrelevant.

The charge of unreliability is doubtlessly correct. The Congressional Budget Office, which
produces the most widely cited projections, devoted a whole chapter in their report on The Budget
and Economic Outlook this year to the problem of uncertainty. CBO also annually publishes
something called the “fan chart” which shows the range of future possible budget balances based on
their current best guess modified by the historical record of how far off their best guesses have been.
Ten years out they say that the actual budget balance could fall outside a range stretching from $500
billion higher to $500 billion lower than their projection with a likelihood of about one chance in
twenty. Before CBO prepared the fan chart, many of us were fond of using a chart originated by
former CBO director Robert Reischauer which showed that projected deficits just five years out
changed by as much as $400 billion over periods as short as three years.

But the unreliability of projections, while a fact of life, does not excuse us from making them
or heeding them. Laws change. Economic surprises occur. Analytic technigues improve. But just
because I am uncertain about what lies over the crest of the hill does not make it prudent for me to
drive on the wrong side of the road. And that is just what fiscal policy is doing right now. Current
official projections indicate that the budget (excluding reserves being accumulated to pay for future
pension and health benefits) will be in deficit by 81.8 wrillion over the period 2004 to 2008 and by
and by $2.5 wrillion over the period 2004-2013.

These projected deficits are unrealistically low.

» They exclude the first supplemental for the Iraqi war (and, of course, any additional ones).

» They exclude the revenue loss that will be necessary to keep millions of people from
sinking into the morass of the alternative minimum income tax.

» They exclude the revenue loss to prevent the 2001 tax cuts and other repeatedly renewed
provisions from expiring.

* And they exclude the cost of added expenditures that may result if Congress increases
domestic discretionary at all in real terms.

A policy of balancing the budget exclusive of additions to pension health reserves would, in
my view, be prudent. It may be so far bevond the reach of current policy that some members of
Congress would rather not even talk about it. But that is the sort of planning all of us would expect
from prudent businesses. In my view, we should demand no less for our nation.
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Failure to pursue such a policy has very large costs. Compared to a policy of balancing the
budget exclusive of additions to pension and health reserves, actual policy is likely to deprive the
nation of approximately $5 trillion in domestically owned capital by 2013. The steady short fall in
the accumulation of domestically owned capital will result in a cumulative loss of national output
of roughly 81.5 trillion over the decade from 2004-2013 and of $300 billion in 2013 alone.

Can you or I be sure of these projections? Of course not! Would such uncertainty give you
license to pursue deficit increasing policies? Does the question require an answer?

THINGS GET WORSE

Things get worse after the current budget window because retiring baby-boomers and
increasing per capita medical costs are projected to push up federal spending on Social Security,
Medicare, and Medicaid. The first baby-boomers become eligible for Social Security in 2008 and
for Medicare in 2011. Between now and 2008, the share of GDP devoted to these two programs and
Medicaid is not projected to change and it is projected to rise by just one percentage point by 2013,
Costs rise steeply thereafter. The Congressional Budget Office anticipates that the share of GDP
devoted to these three programs alone will rise by 7.9 percentage points between 2000 and 2040.

Costs rise for two reasons. Everyone knows the first—zhe baby-boomers will be retiring.
The second factor, nearly as important as the first, is that age-adjusted health care costs are
projected to rise sharply.

The cost of Social Security, measured as a share of GDP, is projected to rise by 2 percent
of GDP over the four decades from 2000 to 2040. That increase is the same as the actual increase
in Social Security costs that occurred between 1970 and 1983. Nobody paid much attention to that
increase. The economy took-it easily in stride. If nothing other than the projected increase in
pension costs were happening, I believe that the economy would also take in stride the future
increase in Social Security costs, which is spread over forty years not just thirteen.

One reason the cost increase is so modest is that in 1983 Congress enacted benefit cuts of
about 15 percent that are being phased in gradually and will partly offset the added pension costs
for the boomers. These benefit cuts are mislabeled and misunderstood as an “increase in the
retirement age.” In fact, the Social Security entitlement age was, is, and—under current law—will
remain age 62. The effect of increasing the “full benefits age” is simply to cut benefits relative to
prior law, whenever people elect to retire after age 62.

But much more is projected to happen. Three guarters of the increases in costs for benefits
for the elderly and disabled are projected to occur in the health programs, Medicare and Medicaid.
The driving force behind the projected increase in the cost of these programs is not simply a jump
in the number of beneficiaries, nor is it a projected increase in the average age of beneficiaries. If the
number of beneficiaries were all that is involved and health costs rose no more than earnings do, then
Medicare and Medicaid costs would increase roughly half as much as the projections indicate. Nor
are costs rising because the average age and, hence, the average health care cost of Medicare and
Medicaid beneficiaries is projected to increase between now and 2040. Itisn’t. Because of the rapid
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addition to beneficiary ranks of newly eligible and therefore relatively young boomers, the age
distribution of Medicare and Medicaid beneficiaries will not change much until after 2040.

Medicare and Medicaid costs are projected to rise fast also because the menu of health care
services is expected to lengthen and the age-adjusted cost of those services is projected to increase.
Were it not for this projected increase in costs, projected Medicare and Medicaid costs would rise
roughly half as fast as projected.

Regardless of the source, the bottom line is that the major threats to the budget lie outside
the ten year budget window on which most attention is now focused. To formulate current budget
policy without regard for what occurs just beyond it is foolish.

No NEw TAX CUTs!

The foregoing fiscal picture—curvent, medium term, and long term—is uniformly bleak.
However bleak, these projections make no allowance for fiscal damage from future recessions. They
make no allowance for future wars or other foreign policy threats that may necessitate increased
defense or overseas spending. In brief, under current policy the U.S. government is not paying for
the services Congress has voted. How future Congresses may deal with this gross fiscal imbalance
remains unclear. Butone thing is clear—any further tax cuts now—any at all—will exacerbate those
problems.

President Bush and his supporters have argued that tax cuts he has proposed will not have
these bad effects. Unfortunatelv, they have presented no credible evidence to support this claim.
The laws of arithmetic decree that the direct effect of tax cuts is to lower revenue. Only if the tax
cuts stimulate income growth so much that taxes on that added income exceed the initial reduction
could a tax cut lower the deficit. No responsible forecaster thinks that is likely. Here is why.

Even without additional tax cuts, most forecasters expect that the combination of stimulative
monetary and fiscal policies over the last two years will return the economy to full employment
soon. The speedy victory in the war in Iraq makes that forecast more likely. The threat of SARS
makes it less likely. But when the economy does return to full employment, a tax cut can increase
revenue only by raising growth. The direct effect of tax cuts that permanently lower revenue in an
economy with fully employed resources is just the reverse—-to cut revenues, increase the deficit, and
lower national saving. Well-designed tax cuts also stimulate labor supply and private saving, which
positively affect growth. But even with well-designed tax cuts, the balance of reduced public saving,
increased private saving, and increased labor supply is as likely to lower growth as to increase it
and is most unlikely to raise revenue.

President Bush’s proposed tax cuts were not well designed to promote growth. All of the
initial benefits from the dividend exclusion would apply to profits generated by capital already in
existence, which, by definition, is immune to any positive tax incentives. A tax cut well-designed
to stimulate investment would apply entirely or principally to new investment. The tax exclusions
for personal saving would do more to facilitate asset transfers from existing taxable accounts—which
lowers growth by cutting revenues, increases the deficit, and lowers national saving—than to
encourage additional saving—which adds to income growth. And the increased child credit, which
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has appealing distributional features, would lower labor supply, not increase it. Labeling such aplan
a Jobs and Growth plan owes more to rhetorical creativity than to descriptive accuracy.

This is the clear verdict on President Bush'’s proposed tax cuts from the honest trial of
dynamic scoring reported recently by the Congressional Budget Office.* CBO ran several models
that allow for feedbacks of tax changes on growth. Some models predicted the plan would lower
growth, others that it would increase growth. All predicted that it would increase the deficit. This
CBO report flatly refutes any claim that tax cuts will raise revenue by spurring growth and shows
that effects on growth are as likely to be negative as positive.

The economic model that the Administration cited in support of its economic program also
casts doubt on the long-term value of that program.® This model forecasts higher employment and
income this year and next if the monetary authority allows the money supply to grow as fast with
the tax cut as they would without it. This assumption is almost certainly unrealistic as most
observers think the FED is likely to use economic recovery as an opportunity to boost interest rates
so that it will have room to cut them in the future if economic weakness reappears. But even if the
assumption regarding monetary policy turns out to be correct, the same model indicates that the
administration’s program will reduce economic growth after 2004 for the rest of this decade and
boost unemployment from 2006 through 2014.

I realize that neither a Congressional majority nor the administration is disposed now to
reconsider the 2001 tax cuts. This unwillingness is unfortunate. When the 2001 tax cut was enacted,
the United States was basking in what turned out to be the Indian summer of the longest economic
expansion in U.S. economic history. Al Quaeda had not yet violated the nation’s domestic
tranquility. Budget projections were as rosy as they have ever been. If events since then have not
been sufficient to cause a reconsideration of the size or duration of that tax cut, one struggles to
imagine what cataclysm would be great enough to do so.

At a minimum, however._the deplorable state of the federal budget and the likelihood that
the situation will grow more dire should cause Congress to reject any additional permanent tax cut
at this time. The word “any’ includes not only a tax cut of the magnitude proposed by President
Bush in January, but also the so-called compromise cuts of only 3550 billion or $350 billion over
ten vears. particularly if the plans are back-loaded so that the revenue loss grows.

2 Congressional Budget Office, An Analysis of the President’s Budgetary Proposals
for Fiscal Year 2004, March 2003, pp. 16-32.

3 Macroeconomic Advisers, LLC, 4 Preliminary Analysis of the President’s Jobs
and Growth Proposals, January 10, 2003
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Mr. Chairman and members of the committee, I am pleased to have this opportunity to
update you on developments in the U.S. economy since mid-February, when I presented the
Federal Reserve’s semiannual monetary policy report.

At that time, I noted that the economic expansion over the preceding year had been
modest. Spending by households had contributed importantly to the gains in economic activity.
The natioﬁ’s strong underlying productivity performance was providing ongoing support for
household income. That rise in income, combined with low interest rates, reduced taxes, and the
availability of substantial home equity, had spurred solid gains in consumer spending and a
robust advance in residential construction.

In contrast, although the contraction in capital spending appeared to have slowed, we had
yet to see any convincing signs that a sustained pickup in business spending was emerging,
Moreover, heightened geopolitical tensions were adding to the already considerable uncertainties
that had clouded the business outlook over the preceding three years. The general climate of
caution in the business sector was manifest in 2 number of ways, including restrained hiring, a
reluctance to invest in new capacity, and aggressive actions to maintain low levels of inventories.

In late February and early March, the risks and uncertainties surrounding the economic
outlook intensified as the range of possibilities for the timing, duration, and economic
consequences of the pending war in Iraq appeared to widen. In financial markets, a greater sense
of caution among investors seemed to bolster the demand for Treasury and other fixed-income
securities at the expense of equities; the price of crude oil moved up, as did the prices of gasoline
and home heating oil; and consumer confidence sagged further. After picking up in January,

payroll employment and manufacturing production turned down again in February and March.
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When the onset of the war became imminent, financial markets rallied, and the price of
crude oil dropped back. Market participants seemed buoyed simply by the elimination of
uncertainty about the timing of the start, and hence the end of hostilities, although a still-
significant amount of unease inevitably remained about the way the war might progress and how
severely it might disrupt oil production and economic activity.

In-such an environment, we had little ability to distinguish temporary changes from more
persistent shifts in underlying economic trends. For that reason, the Federal Open Market
Committee, at its March 18 meeting, refrained from making a determination about the balance of
risks with respect to its long-run goals of price stability and sustainable economic growth. At the
same time, we stepped up our surveillance of economic developments.

As part of that surveillance, we receive virtually continuous information from commodity
and financial markets. The price of crude oil is now well below its peak of early March, as the
potential for serious supply disruptions in world oil markets has diminished. Broad equity
indexes remain well above their lows of mid-March and have been boosted most recently by
incoming information on first-quarter earnings that market participants appear to view as
generally positive.

In contrast, six weeks after the beginning of the war, we have only limited readings on
broader economic conditions, and that information has been mixed. Households appear to have
become somewhat Iess apprehensive about the economic outlook in recent weeks, though reports
from businesses have not exhibited a similar improvement in tone. Consistent with this, the
persistent high level of new claims for unemployment insurance suggests that firms may still be

finding it possible to meet their customers’ tepid increases in demand with a leaner workforce.
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Going forward, some further unwinding of the economic tensions that have been
associated with the situation in Iraq seems likely. As that occurs, the fundamental trends shaping
the economic outlook should emerge more clearly. As I indicated when I met with you earlier
this year, I continue to believe the economy is positioned to expand at a noticeably better pace
than it has during the past year, though the timing and the extent of that improvement remains
uncertain. - Fundamentally, the long-run growth potential of the economy remains solid. And the
enhanced flexibility inherent in that trend imparts resilience against shocks of the kinds that we
have experienced in the past few years.

Unfortunately, the future path of the economy is likely to come into sharper focus only
gradually. In the interim, we need to remain mindful of the possibility that lingering business
caution could be an impediment to improved economic performance.

As you may know, the consensus of economic forecasters is that a material rebound in
economic activity will develop in the second half of this year, and certainly a number of
elements should be working in that direction. The recent improvements in financial markets that
Inoted earlier, if maintained, would seem to suggest a turnaround in capital spending. In this
regard, the ongoing decline in risk spreads in corporate bond markets so far this year is an
encouraging development. To be sure, spreads remain high by historical standards, but the
constraint imposed by last fall’s huge run-up in risk premiums now appears to have been put

largely behind us.
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In addition, businesses should see some relief from the pressure on profit margins that
had developed in recent months as energy prices rose sharply, and improvement on this front
could be a positive development for capital spending. A modestly encouraging sign is provided
by the backlog of orders for nondefense capital goods excluding aircraft, which has been moving
up in recent months. Households, too, are likely to welcome lower energy bills and a
continuation of favorable conditions in mortgage and credit markets.

As you know, core prices by many measures have increased very slowly over the last six
months. With price inflation already at a low level, substantial further disinflation would be an
unwelcome development, especially to the extent it put pressure on profit margins and impeded
the revival of business spending.

The balance of influences on inflation and economic activity will be among the subjects

of discussion by the Federal Open Market Committee when it meets in six days.
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Introduction

There is no question that our political process has produced a fiscal policy
machine that spews out promises to voters that—while providing short-term benefits to
politicians of both parties—expose our nation and our economy to significant long-run
risks. As we gather this week to consider new fiscal policies, it is my belief that much
valuable perspective can be gained from a careful enumeration of our most difficult
problems.

A look into the distant future can help provide insights into the strength and
weaknesses of different proposals today. I will focus on the two issues that I believe are
the most important. I will then discuss the extent to which current proposals adequately
respond to these challenges.

The Coming Train Wreck and Its Causes

It is common knowledge that the long run fiscal position of our nation is very poor.
Under current policies, for example, federal deficits as large as 20 percent of GDP have
been forecast by the Congressional Budget Office (CBO) over the next 75 years. Such
observations provide powerful ammunition to those who would oppose tax reductions at
the present time. If we are headed for enormous deficits in the future, how can we
possibly cut taxes today? Figure 2

Federal Spending and Revenues from 1950 to 2075 us o

A look at the underlying details, s
however, suggests a possible answer. 45
The problem is not caused by taxes, but
rather by spending. Figure 1, which has 4 :
been constructed from CBO data, as L Outiays .~
provides a graph of projected federal : N
spending and revenues from 1950
through 2075. These data include all of a5 | -
the tax reductions of the past few years,
but do not include any proposed changes
to law this year. The chart tells an
interesting story. The “train wreck” is 16 ) i . .
attributable to a projected explosion of 1asn 1ovs 2000 2028 2080 2078
government spending. Total federal government spending increases over these decades
from about 20 percent of GDP to about 40 percent of GDP. Revenues, on the other hand,
hold steady at 19 percent of GDP. Since GDP grows over this period, revenues do as
well. Revenues are not lower than they are today in 2075, but much higher. Spending,
however, is higher still. If one assumes that state and local government spending will
likely follow a similar path, then one can conservatively conclude that government
spending is currently on a course that will lead it to consume almost 60 percent of GDP
by 2075, about double the current percentage of GDP devoted to government spending.

This does not happen because of new policies. Government will consume 60 percent of
GDP if we do nothing. It will consume significantly more than that if prescription drug
coverage is passed this year.

Actital : Projected

- Rewenues
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If the long-run imbalance is attributable to spending outracing revenue, then
Congress has two choices. It can control spending growth, or it can raise taxes. Neither
choice is politically popular. Controlling spending means that promised benefits for
senior citizens will be reduced. Increasing revenues only continues government on a path
to consume more than half of GDP.

Enough policymakers have argued that long-run deficits make tax reductions
today “irresponsible” that it is worth exploring the implications of a government that
large. For implicit in the anti-tax-reduction view must be the belief that “responsible” tax
policy will raise tax rates until the long-run budget is balanced. Under current policy, the
combined government of the U.S. is on target to be about 30 percent larger than the
current federal government of France, which already consumes nearly 50 percent of its
nation’s GDP.

This large devotion of resources to government would undoubtedly have negative
economic consequences. Economists have generally found that countries with large
governments grow slower than countries with small governments. This relationship is
clearly evident in the data.

Figure 2

Government Spending vs. Real GDP Growth 1994-2002

Explanation: Chart Shows the average long run real GDP growth rates of the US and EU versus the long
50 run average of total ing over GDP for each country. The dark line is a
regression line portraying the statistical central tendency in the data.
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For example, Figure 2 indicates for a sample of OECD countries that countries
with smaller governments have significantly outperformed countries with large
governments. The most likely explanation for this pattern is that governments tend to be
much less efficient than private individuals. .

Since very few among us want our country to become France, it is useful to
consider how this problem will work itself out. It is my opinion that we will either have a
large entitlernent reform or a long sequence of small tax increases. Even small tax
reductions today, then, make the high tax path less likely. This is because they increase
the politically-difficult tax increases required to close the gap between revenues and
spending in the future. My own guess is that we will ultimately recognize that it is
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foolish to bankrupt ourselves by paying ourselves ever-richer retirement benefits. Real
GDP is forecast by the CBO to be almost 7 times higher than it is today in 2075. Since
social spending is motivated by a worthy concern to provide a safety net, one might
conjecture that the case for high across-the-board social spending weakens as income
rises. Finally, it may well be difficult if not impossible to solve these problems with tax
increases. A recent study of OECD countries, for example, found that fiscal adjustments
that rely upon spending cuts have tended to successfully restore fiscal discipline. Those
that rely on tax increases failed to.!

The U.S. Corporate Tax Code Must Be Reformed

The second pressing problem is the terrible state of our corporate tax code. While
U.S. corporate tax policy has seen little change over the past decade, the rest of the world
has been active reducing tax rates. As aresult, the U.S. has acquired an extremely
unfavorable position relative to the rest of the world.

‘Why is the rest of the world reducing taxes on capital income? The best
explanation is that the view accepted by most economists that high capital income taxes
can be harmful to economies has received a fairly broad acceptance among our trading
partners. Since the U.S. has lagged behind, we now find ourselves in the uncomfortable
position of being second only to Japan in the degree to which we tax corporate income.
As can be seen in Figare 3, which plots the combined corporate and dividend tax across
countries, the evidence is striking.

Figure 3
Combined Gorporate and Personal Dividend Tax Rates (2003 Under Current Legislation)
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! Alesina, Aleberto, and Perotti, Roberto, “Fiscal Adjustments in OECD Countries: Composition and
Macroeconomic Effects.” NBER Working Paper No. 5730, August 1996.
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As Figure 4 demonstrates, the result is not solely attributable to the double tax on
dividends. The U.S. corporate tax rate is second from the top as well.>

Figu
Effective Combined Top Central and Local Corporate Tax Rate (2003)
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These figures should provide food-for-thought for those who would contend that
the reduction in double taxation disproportionately benefits the wealthy. If that were
true, why do Scandinavian countries with historically strong social welfare objectives tax
corporate capital at a lower rate than ours? The answer is simple. High tax rates
encourage firms to locate elsewhere. When this occurs, shareholders may come out
ahead, but workers will not. The best policy for a country is to make itself as attractive as
possible to capital. If it does succeed in keeping its own capital at home and luring
foreign capital in large quantities, everyone will benefit. Workers will have higher
wages, government will receive higher tax revenues, and investors will reap higher
returns. The U.S. and Japan are among the few countries not to have recognized this.

One should not take these tax disadvantages lightly. Under current law, for
example, a U.S. firm intent on paying dividends has to have more than double the after-
corporate tax profit of a Norwegian firm in order to offer a taxable shareholder the same
after-tax cash flow.

It is my belief that international tax competition is going to put ever-increasing
pressure on the U.S. to sharply reduce taxes on capital income. This pressure will make
it very difficult to solve the long-run fiscal crisis by increasing tax revenues.

% A number of countries have recently stepped away from imputation systems, but after significantly
lowering their corporate tax rates. This highlights the fact that it is not the “double tax” that presents the
problem, but the combined tax rate on corporate income.
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Current Tax Proposals and the Long-Run Debate

Nothing on the current agenda fundamentally addresses the long-run budget
imbalance. However, even the largest of the proposals currently in play—-a tax reduction
of $550 billion over then next ten years-—is miniscule in size relative the economy and
the long run problem. The annual cost, statically scored, of any likely proposal will be
around one half a percent of GDP. *

The President’s plan to reduce dividend tax rates has a strong appeal given the
second problem. Income that has been taxed once will not be taxed again. It will not be
taxed at the shareholder level if the corporation uses its income to pay a dividend.
Capital gains that are attributable to the retention of after-tax corporate income will also
not be taxed. While there are many challenges ahead, this is a major step in the right
direction, significantly reducing the gap between the U.S. and its competitors.

What would the effect of dividend tax reduction be? The largest and most direct
effect will likely be a stimulus to capital spending. This will increase economic growth
and give society more resources to devote to its long run problems.

The literature relating tax factors to firm capital spending was reviewed recently
by Hassett and Hubbard (2002).* We found that economists have often identified strong
effects of tax policy on investment behavior. The literature on dividend tax policy and
investment has had a rather contentious history. Theoretically speaking, it is possible to
derive cases where dividend taxes have a large effect on investment, but other cases exist
that are equally plausible that suggest that dividend taxes have a smaller effect. An early
and pathbreaking study by Poterba and Summers (1985) concluded, “our results suggest
that dividend taxes reduce corporate investment and exacerbate distortions in the
intersectoral and intertemporal allocation of capital”.5 A more recent study that I
coauthored with Alan Auerbach of the University of California at Berkeley found
evidence that supported somewhat smaller economic effects of dividend tax reductions.”

Accordingly, it is appropriate given the academic literature to be somewhat
cautious concerning the likely investment effect of the President’s plan, and to account
for the eventuality that perhaps as many as half of firms will fespond in a small way.
Calculations that I have performed confirm the recent testimony of the Chairman of the
Council of Economic Advisors that the reduction in the net cost of a new equipment
investment associated with the President’s proposal is in the range of 4 to 7 percent.” If
one is willing to assume that state and local taxes will also be eliminated in response to
the federal action, the effects can climb higher. To put these reductions in perspective,

* The word “cost” in this context is rather loaded. The reduction of a tax is not traditionally described as a
cost in the economics literature. The revenue lost by the government remains with the original taxpayer
and does not simply disappear.

4 Kevin A, Hassett and R. Glenn Hubbard (2002), “Tax Policy and Investment,” in A. Auerbach and M.
Feldstein eds., Handbook of Public Economics, volume 3, pp. 1293-1338.

5 Poterba, .M., and L.H. Summers, “The Econonomic Effects of Dividend Taxation™, (1985) in E. Altman
and M. Subrahmanyam, eds., Recent Advances in Corporate Finance, pp. 227-284.

6 Auerbach, A.T.,, and KA. Hassett (2003), “On the Marginal Source of Investment Funds,” Journal of
Public Economics, 87, pp. 205-232.

" Testimony of R. Glenn Hubbard before the Senate Budget Committee, February 3, 2003. Other
calculations suggest that the impact on incentives to invest in nonresidential structures is much greater than
that, but the empirical link between the marginal incentive to invest and structures investment is much
weaker.
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the low end of Dr. Hubbard’s range is approximately the same reduction in the cost of
new investments achieved by last year’s stimulus bill that included temporary partial
expensing. The high end of the range provides about double the stimulative effect of the
2002 temporary partial expensing provision.®

If capital spending does respond proportionately to the increased incentive to
invest, then simple arithmetic suggests that the true revenue cost of the dividend tax
proposal may be very close to zero, and will certainly diminish over time. ° Thus, it is
simply incorrect to state that dividend tax reductions are too costly given our budget
circumstances.

I would argue that each fiscal policy measure that Congress adopts be measured
against these pressing problems. Does the tax or spending change provide a strong
foundation for economic growth? Does it worsen our already difficult problems? By this
measure, the dividend tax reduction deserves high grades.

To be sure, other policies currently in play have significantly less economic merit
than dividend tax reductions. Politically popular changes such as marriage penalty relief
and the child credit will do little to strengthen the economy. The proposed introduction
of a drug benefit for our senior citizens could have an exploding cost over the next few
decades, significantly exacerbating our long run challenges.

It is exactly these policies that we should not adopt until the long-run entitlement
problems are resolved. As the members of this august Committee discuss policy changes,
they must keep these facts in mind. Indeed, to the extent that revenue shortfalls are a
concern for some when considering dividend tax proposals, a solution is readily at hand.
In order to adopt the policies that improve the efficiency of the tax code, budget hawks
should be willing to pay for reforms by passing up tax measures that are more sound bite
than sound policy. The gravity of our long run problems makes any alternative
unacceptable.

® The incentive effects of the Job Creation and Worker Assistance Act of (2002) were discussed in, Cohen,
D.S., Hansen, D.P. and K.A. Hassett (2002), “The Effects of Temporary Partial Expensing on Investment
Incentives in the U.S.,” National Tax Journal Volume LV, No. 3, pp 457-466.

° I should note that alternative proposals that simplify the President’s proposal by disconnecting the
dividend tax reduction from the corporate tax status of the firm have similar economic effects when the
personal dividend tax is reduced by between 50 and 70 percent.
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Statement of
David R. Malpass before the
House Committee on Financial Services
April 30, 2003

Chairman Oxley, Mr. Frank, members of the Committee, thank you for the invitation to testify
on United States monetary and economic policy. I’ve organized my testimony into three parts:
the economic outlook, key variables including the tax cut, and some comments on the budget
deficit.

Despite slow growth in the first quarter, I think the economic outlook is good. The U.S.
economy grew 2.9% in 2002 and is likely to grow well above that in 2003. Job growth should
begin later in the year. We are likely to see a new record in U.S. employment in 2004, topping
the 132.5 million in March 2001. Orders for durable goods grew 2% in March from February
despite the weather and Irag-related uncertainties. Consumer confidence has taken a sharp
upturn,

The pace of the recovery from the 2001 recession has been modest by historical standards yet
well above the prevailing pessimism. I think oil prices, business investment, and the tax cut are
the primary variables in the outlook, though SARS is important for now. In my view, these
variables are more important than the bearish focus on the trade deficit, the budget deficit, past
deflation, excess capacity, consumer debt and housing prices.

Much of the pessimism on the economy is backward looking, reaching a grim outlook by
comparing current conditions to the strong-dollar-induced bubble of the late 1990s. True, we
shouldn’t expect a return to the bubbly 1990s in terms of the 3.8% unemployment rate, the high-
flying dollar, or regular double-digit equity returns. Those conditions felt good at the time, but
left the economy on the brink of a deflationary recession. The macro-economic causes of the
global recession are clear: the ever-strengthening dollar and the resulting deflation; very high
real interest rates; high OPEC-controlled oil prices; and a record tax burden which drained a net
$236 billion (2.4% of GDP) from the private sector in 2000 in the form of the fiscal surplus.
None of these contractionary forces is present now.

Arrayed against these problems are the improved macro-economic polices, the small-business
character of the U.S. economy, a strong, flexible labor force, and fast productivity growth. The
balance, in my view, is favorable for the U.S. outlook. Iwill be even more confident if a growth-
oriented tax cut passes Congress.
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Good Platform For Growth

The platform for future economic growth is in much better shape than in 2000. Interest rates are
very low. Real interest rates (the Fed funds rate minus the inflation rate for personal
consumption expenditures) finally went deeply negative in late 2002, encouraging investment
and inventory rebuilding.

Real Fed Funds Rate (Fed Funds Minus PCE Deflator)
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The value of the dollar is back at a pro-growth level after its deflationary strengthening from
1997-2001. Inventories are low. Tax rates are lower than they were in 2000, with the prospect of
more rate cuts. Corporate profits and the stock market are rising. Oil prices have fallen and the
OPEC cartel seems to be losing its ability to keep oil prices artificially high.

e Yes, the economy lost 108,000 jobs in March. Still, the current level of U.S.
employment is over a million and a half higher than the 1999 average. This is discussed
in detail in the next section.

e T expect the next interest rate move by the Federal Reserve to be up, not down, probably
in the second half of 2003. Still, the economy will enjoy lasting benefits from the current
period of low interest and mortgage rates, helping make up for the damage from the high
real interest rates during the bubble.

e Consumer debt has reached record levels at $8.7 trillion. Still, personal income hit a new
record in March at $9.16 trillion, arguing for consumer resilience. Consumer assets are
holding at $48 trillion and part of the debt buildup reflects record home and auto
ownership and related debt.
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The U.S. current account deficit, at 4.8% of GDP, is in record territory. Still, U.S.
economic growth is well above our trading partners, and investment into the U.S. dwarfs
investment into other countries.

The U.S. fiscal deficit will probably top $300 billion in fiscal year 2003. Still, at 2.7% of
GDP, this is well below the 1983 peak of 6% of GDP. The debt/GDP ratio is 35.5% ,
well below the 49.5% recorded in 1993. Given low interest rates, the cost of servicing
the U.S. government’s debt is also steady relative to the budget and GDP.

Clearly, SARS will hurt non-Japan Asia’s second quarter growth and must already be
having a small impact on the U.S. through our broad trade and investment relationships.
Still, our current estimates show that SARS will have about one-tenth the impact of the
1997-1998 Asia devaluation crisis, roughly a $30 billion subtraction from Asia’s GDP
versus a $345 billion subtraction in 1998. SARS may cause some temporary disruptions
in supply lines from Asia to the U.S. However, I note that the U.S. economy adjusted
fast to the California energy crisis, minimizing the damage from the disruptions.

Labor-Market Conditions

Employment is a critical part of economic success. Jobless claims have grown in recent weeks,
reaching 455,000 in the week ending April 19. Rather than a “jobless recovery”, though, I think
the economy is reacting more as if there was a bubble in employment in the late 1990s, followed
by a reversal. The March 5.8% unemployment rate, which I expect to go somewhat higher in
April, was relatively low by historical standards.

Unemployment Rate: Current Vs. Previous Cycles
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At 130.4 million workers in March, U.S. employment is still 1.5 million above the 1999

average achieved during the boom. With productivity growth fast, driven in part by the
investment boom of the 1990s, I don’t think employment will grow strongly from current
levels until later in the expansion.

While initial jobless claims have risen in recent weeks, they should be compared to the
bigger employment base. For example, in the 1993-1996 economic expansion, jobless
claims were generally 350,000 per week. However, the level of employment at that time
averaged 115 million. With employment now over 130 million, the equivalent jobless
claims would be 400,000 in an expansion. The graph shows that jobless claims are
relatively low compared to pre-irrational-exuberance times.

Initial Jobless Claims as % of Employment
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The number of workers receiving continuing unemployment compensation as a
percentage of total employment is also low relative to past business cycles. The current
rate (slightly less than 3%), even though well above the 1999 low, is consistent with
strong expansions in past business cycles.
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Continuing Unemployment Claims as % of Employment
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¢ Real wage growth held up well through the 2001 recession. This and the 5.8%
unemployment rate help explain the steady growth in consumption in recent years.

Real Wage Growth (using Core PCE Defiator)
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Key Variables

Due to the dollar’s decline, I expect a constructive, multi-year reflation process. This will be a
challenging environment for business profits but a decided improvement over deflation. In most
other parts of the world, economies are substantially weaker than ours, with unemployment
higher, government spending and unfunded pension liabilities bigger, health care systems less
effective, and currencies even more volatile. Even so, world nominal dollar GDP looks like it
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will grow well over 7% in 2003, twice as fast as in 2002 and a sea-change from the 1.4% decline
in 2001’s deflationary recession. Clear U.S. leadership will play a critical role in helping
improve growth policies elsewhere, including promoting tax reform, currency stability, and
restraint on the size of government.

I would like to emphasize three key variables in the U.S. growth outlook — oil prices, business
investment and the tax cut.

Qil prices. With the regime change in Iraq, oil prices have fallen sharply to $25 per barrel from
$37. T expect further declines as Iraqi oil begins to ship and U.S. inventories build. This will be
a significant stimulus to the economy, including the consumer effect and, more important in my
view, the positive effect on the business outlook.

Business investment. Low interest rates, low inventories, the prospect of a tax cut, and less Iraq-
related uncertainties should improve “animal spirits”, the willingness to take business risk. I
expect investment in business equipment to grow 7.7% in 2003 (fourth quarter over fourth
quarter), up from 3.3% growth in 2002. This is modest growth by the standards of previous
recoveries, reflecting caution after the investment boom of the late 1990s.

I disagree with the bearish concems over the 74.8% capacity utilization rate. 1) Capacity
utilization data covers only about one-third of the economy. 2) Idle capacity is heavily
concentrated in telecommunications and semi-conductors. 3) Business investment usually
recovers while the government’s measure of capacity utilization is still declining. 4) Much of the
capacity was short-lived and installed prior to or during the late-1990s boom, meaning a boom in
obsolescence in many sectors. 5) I think the government data on capacity utilization can’t
effectively measure write-offs, obsolescence, or innovation and can’t keep up with the
economy’s rapid structural changes. This makes capacity utilization a lagging and unreliable
indicator of future investment.

Tax Cut Would Improve The Capital And Incentive Structure

My testimony has lauded various structural aspects of the U.S. economy. It stands out around
the world in terms of productivity and flexibility, auguring well for long-term growth.

However, one area where the U.S. is sorely deficient is the tax code. We suffer from very high
marginal income tax rates, a heavy payroll tax on both the employer and employee, and huge tax
incentives encouraging all types of debt — high-yield corporate debt, state and local debt,
mortgage debt, etc.

A growth-oriented tax cut is a critical part of the U.S. and global recovery and one of the key
variables in the outlook. Economic health depends on the efficiency of the capital and incentive
structures. The President’s proposal to complete the 2001 tax cuts and eliminate the double
taxation of dividends (which heavily biases the corporate sector toward debt) would, in my view,
add strongly to both the near- and longer-term growth outlook. It would provide important
benefits in terms of jobs, economic growth, capital mobility, and corporate governance.
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When you tax something less, you get more of it, in this case more capital, labor, and wealth.
Under the Administration’s proposal, that would mean more productivity, jobs and economic
growth, In terms of near-term and long-term growth, I think the President’s proposal is much
superior to cash rebates or other consumption-oriented tax cuts. It is preferable to targeted
investment incentives such as equipment expensing -- we need to improve the quality of
investment as much as the quantity. Though intangible, one big benefit from enacting the
Administration’s tax cut proposals would be the positive implication for the direction of future
tax reforrus.

Mis-scoring the Tax Cut

The President’s full proposal, including income tax cuts and other provisions, was scored as a
$726 billion “cost” over 10 years. This ig only 0.5% of the Congressional Budget Office’s $146
trillion GDP expectation for those years, but even so I think the $726 billion estimate overstates
the cost and ignores the benefits, I don’t claim to know exact numbers for a proper estimate.
Economics isn’t a science. But I know that simply looking at the static cost to the government
(the current approach) is incomplete and highly misleading.

s First, most of the “cost” to the government is a straight benefit to taxpayers. From the
standpoint of national well-being, the first-order effect is a wash, not a $726 billion loss,

¢ Second, the cost estimate drastically understates the impact of tax changes on economic
growth. If the tax cut raises the growth rate by just 0.25% - I think it would due to
increased entrepreneurism, a lower tax on work, more capital, and a better allocation of
capital ~ the 10-year revenue gain to the govermment might be $500 billion. (This
estimate is based on CBO’s Budget and Eeonomic Outlook for FY2004-2013, p. 132,
calculation of a $208 billion loss in 10-year receipts from a 0.1% decrease in the growth
rate.)

s Third and most important, the cost estimate is a purely income statement concept,
ignoring changes in national wealth. 1 think the elimination of double taxation of
dividends would quickly add $1.5 - $2 trillion to equity market capitalization (works out
to 13% - 18% of the $11 trillion equity market capitalization) with large colleteral
benefits for business confidence and employment. The scoring estimates ignore this
benefit completely, et the gains to the economy and employment would be real. Taxing
dividends reduces the value of corporations and encourages debt. Reversing that would
cause higher stock prices, more capital gains, more capital gains taxes, a lower cost of
equity capital, and a more efficient allocation of capital. None of these benefits is
reflected in the “scoring™ process, which puts the scoring “loss” of a dividend rate cut at
roughly $30 billion per year (still only a fraction of the gains in national wealth from
lowering the asset tax).

We have a recent example of the impact of lower asset taxes on the value of assets and the
related economic impact. In 1997, the government cut the capital gain tax rate on houses, losing
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a small amount of revenues but creating a tremendous gain in the national wealth. -(By my rough
estimate, the U.S. housing stock has increased roughly $4 triflion since the 1997 tax cut, though
not all of that is attributable to the tax cut.) Jobs in residential construction surged.

U._S. House Prices

10%

8%

600

4%

YIY % change

2%

capital gains tax cut

0% e T T T T T T T
Q1 86Q1 8Q1 VA1 201 %At %Q1 g%l 00Q1  02Q1

Source: DLX Haver; Bear, Stearns & Co. Inc.

I would expect the same type of reaction to a dividend tax cut — a massive increase in national
wealth and a surge in economic activity —- at a relatively small cost to the federal government.
The current dividend tax distorts the capital structure. It creates an expensive wedge or toll gate
between retained earnings and the shareholder, plus it encourages debt and unproductive
acquisitions over equity capital and dividends. Its elimination would improve the allocation of
capital, adding substantially to near-term and long-term U.S. economic prospects.

Budget Deficits Hard To Forecast

1 would like to offer some comments on the budget deficit and its econormic impact. We should
accept at the outset of a budget discussion that no one knows, even roughly, what the budget
deficit will be over the next ten years.

« Forecasting budget deficits isn’t accurate. For example, in the 1990s U.S. GDP growth
was consistently above OMB and CBO forecasts (as well as private sector forecasts).
Conversely, the recession produced growth well below forecasts.



91

Two Year Real GDP Growth: Actuai Vs. Forecast
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Budget deficits are very sensitive to the future growth rate.

Long-term Government Budget Paths Under Different Growth Assumptions
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e The result is wide, relatively unpredictable swings in the budget deficit based on
fluctuations in economic growth rates, government spending binges, and the
effectiveness of tax policy. '
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Government Revenues and Outlays
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It looks to me as if CBO has used very conservative estimates for GDP growth in its current
estimates of the 10-year budget deficit. Both near-term and longer-term growth are likely to be
higher than CBO estimates. If so, the 10-year budget deficit might be substantially lower than
now expected.

CBO estimates that the growth rate will slow over the next ten years, sinking to 2.6%. It
assumes that U.S. output remains below its potential throughout the entire 1-year budget
window. By the end of the budget, it assumes potential U.S. growth is only 2.8%.

I think these assumptions are decidedly too pessimistic. One simple double check: The labor
force may grow about 1% per year (trend) and labor productivity may grow 2.25% per year
(below recent trends). This would yield roughly a 3.25% long-term growth rate, higher if
innovation takes place.

A small increase in the estimate of potential growth may not appear to be significant, but it really
is—especially to the budget deficit outlook. According to CBO estimates, a 0.25% increase in
real GDP growth over 10 years will reduce the budget deficit by more than $600 billion.

Based on its cautious growth forecast, CBO estimated that the President’s January budget would
generate a total deficit of $1.8 trillion over the next ten years. If my estimates of potential
growth are closer to the mark, either due to the positive effects of the President’s tax cut or faster
productivity growth, the cumulative deficit would be more than one-third lower.

Over the ten-year budget, CBO estimates the revenue baseline at $27.9 trillion. This is likely to

be off by $1-2 trillion. As I understand it, the gap between the Senate and House is $200 billion,
0.7% of tax receipts.

10
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1 emphasize the fallibility of budget deficit assumptions (and the scoring of tax cuts). In my view,
tax policy should not be made on the basis of these estimates, but should instead reflect our
economic values -- common sense, fairness, a preference for low rates and a broad base.

No “Crowding Cut”

I want to take strong exception to another part of the budget debate, the idea that a tax cut would
somehow “crowd out” private sector activity through higher interest rates or reduced national
savings, worsening the economy. This concept has been studied extemsively. I think the
evidence definitively rejects that hypothesis, but it’s clearly one of the many issues on which
economics simply hasn’t been able to reach a consensus.

Comparing bond yields and interest rates among developed countries turns up no discernable
relationship between a country’s debt burden and its interest rate. Japan has a huge budget deficit
(nearly 8% of GDP) and a similarly huge national debt (more than 140% of GDP). Yet it’s
overnight interest rate is 0% and its ten-year bond yield is 0.7% (versus 4% for the U.S.)

Likewise, the historical data on the U.S. doesn’t simply show a relationship between the level of
government borrowing and interest rates. Deficits were large in the 1980s and government debt
grew sharply, yet interest rates and bond yields fell and job growth was rapid. Deficit projections
have worsened over the last three years, yet interest rates and bond yields have fallen sharply.

Treasury Note Yields and The Budget Deficit
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I expect interest rates and bond yields to rise in coming months based on faster growth and

higher long-term inflation expectations. Some will blame that on the budget deficit, which will
also be growing. I don’t think there will be much connection between the two developments.

11
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Some argue that, apart from interest rates, a tax cut will reduce national savings and take funds
away from the private sector. Again, this is a static analysis that views the national “savings
pool” as fixed and unresponsive to a more vibrant economy. Lower tax rates leave more capital
available for savers, create faster growth, and actually increase capital and savings. For those
worried about the government’s impact on private sector investment, the focus should be on
government spending, not the fiscal deficit.

In sum, we are running a cyclical deficit during a period of war at the early part of an economic
recovery with the national debt/GDP ratio at only 35%. Whatever the theoretical view about
fiscal deficits, interest rates, and the national debt, I think there are higher budget priorities than
the 2003 deficit. The tax code is a huge drag on the economy. Social security and medicare
need reforming. New health care proposals would impose big new drains from the private sector
to the public sector. I think these should be given more attention, and the budget debate should
move away from inherently inaccurate guesses about future spending and tax receipts.

12
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Peter G. Peterson

Executive Summary

Mr. Chairman and members of the Committee, thank you for inviting me to
comment on the administration’s tax plan. While I am not here representing The
Concord Coalition, many of that organization’s leading members—including Bob
Kerrey, Warren B. Rudman, Robert E. Rubin, Sam Nunn, Chuck Bowsher, Lloyd Cutler
and Paul A. Volcker—have joined me in recent and similar public messages on fiscal

policy.

On the question of tax cuts, we perhaps best expressed our views at a Concord
Coalition press conference on March 8, 2001. We said at that time that, if a fiscal
stimulus is enacted, its main purpose should be demand-side stimulus. As such, it should
(1) be temporary; (2) be targeted to taxpayers and/or businesses most likely to spend it;
and (3) do nothing to aggravate our already unsustainable long-term fiscal outlook.
Looking at the administration’s current tax plan, I'm sure our group would all still agree
with this formulation—and would express even more urgency than before over the fiscal
long-term implications. Indeed, a group of us did so in the recent attached op-ed piece in
the New York Times.

In my complete testimony I review the grave deterioration in the budget outlook
over the past two years and the long-term injury resurgent deficits threaten to inflict on
the economy and on future generations. I then turn to the arguments the administration
has made in favor of its tax plan and why I don’t find many of them particularly
persuasive. Allow me to summarize the highlights.

The Worsening Fiscal Qutlook

Mr. Chairman, two years ago, the ten-year budget balance was projected by the
CBO to be a mountainous surplus of $5.6 trillion. A large tax cut and unexpected
spending growth, combined with the bursting of the stock market bubble and the 2001
recession, slashed that surplus to a mere $0.9 trillion by March of 2003. The CBO says
enactment of the administration’s 2004 budget proposals would pull the projected ten-
year balance down to a deficit of $1.8 trillion. Ibelieve a more realistic estimate is a
deficit of $4.0 trillion. In just two years, America has thus witnessed a $10 trillion
projected deficit swing—undoubtedly the biggest swing in fiscal expectations in U.S.
history other than during years of total warn N

There are times, to be sure, when deficits today can be justified by surpluses
tomorrow. But right now the long-term deficit ontlook is even worse than the 10-year
outlook. Let’s keep in mind that we face an unfunded liability for Social Security,
Medicare and federal pensions of $25 trillion. As a share of payroll, the cost of Social
Security and, Medicare’s Hospital Insurance program alone will rise from 14 percent
today to between 24 and 34 percent by 2040. If senior entitlements are simply left on

Peter G. Peterson April 30, 2003 Page 2
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autopilot, both the CBO and GAO conclude that deficits will eventually rise to economy-
shattering levels. We’ve grown used to thinking about entitlements as a “long term”
problem, but in fact it’s beginning to overlap with our near-term projections. The first
Boomer will be eligible for early retirement on Social Security (at age 62) in 2008; this
generation will be retiring on full benefits by 2011.

‘Why Deficits Matter

A future of mounting deficits is a cause for grave concern. Mounting deficits can
slow and even halt the steady growth in material living standards that has always
nourished the American Dream. When such deficits are incurred in order to fund a rising
transfer from young to old, they also constitute an injustice against future generations.

Economically, the problem with deficits is that they soak up national savings and
crowd out productive investment. Since America’s savings pool is shallow, the impact of
large deficits is especially harmful. From 10.9 percent of GDP in the 1960s, America’s
net national savings rate slid to 4.8 percent in the 1990s—and to two consecutive postwar
tows of 3.3 percent of GDP in 2001 and 1.7 percent in 2002.

With real interest rates now so low, some defenders of deficit spending say there’s
little reason to fear that today’s growing deficits are about to crowd out productive
investment. Ibelieve, however, that today’s low rates are a cyclical phenomenon and is
not likely to last. Moreover, as economists William Gale and Peter Orszag have recently
pointed out, the strength of the relationship between interest rates and deficits is “at least
partially a red herring.” Regardless of the effect of deficits on interest rates, increased
budget deficits reduce future income. What really matters is the amount of national
savings consumed by deficits and whether it is offset by private savings.

Others argue that, even if deficits undermine America’s national savings rate, they
need not undermine investment and living standards because foreign savers are taking up
the slack. Lets remember that our foreign friends in Evrope and Japan have even more
daunting future entitlement deficits than we do. The problem with capital imports,
however, is that they can’t last forever. In any case, whatever America borrows it will
have to pay back—or else fork over a permanent debt service charge to foreigners. Either
way, future American living standards will suffer.

Are we meeting our generational obligations? One has to worry when we
embrace a policy of endlessly rising deficits. This policy, after all, constitutes an explicit
decision by today’s adults to collectively shift the current cost of government from
themselves to their children and grandchildren. ’

What’s Wrong with the Arguments for the Tax Plan

Keeping in mind the clear and present danger deficits pose to our future, let me
now turn to the advisability of the administration’s current tax plan. It seems to me that
the case boils down to five basic arguments.
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Tax Plan Argument One. The American people want and deserve a tax cut. A
democratic government should respond to their wish.

The administration has described a vision of America in which government takes
and spends less of our money and leaves more of it the pockets of those who eamed it.
Overall, it is a vision of a dynamic and entrepreneurial society in which government is
smaller and less intrusive. It is a vision that resonates with many citizens.

I'want to be very clear on this point. Neither I nor The Concord Coalition is
opposed to smaller government or lower taxes. We simply require that, at the end of the
day, revenues are sufficient to cover outlays. Washington policymakers must not pretend
that we can have it all — guns and butter AND tax cuts.

In short, T insist on the bottom line logic of public finance—that the long-term tax
burden is determined by the long-term spending burden, and that unless you reduce the
long-term spending burden you do not really cut taxes, but only shift the burden of taxes
from the present to the future. As the CBO points out, “at some point in the future under
the President’s proposals, either taxes would have to be higher than they otherwise would
have been, or spending would have to be lower.”

There is no public finance textbook that teaches that you can ease the long-term
tax burden simply by cutting the tax. Instead of pretending it can accomplish the
impossible, the administration should be educating the public that, when you face a future
of endless deficits, you have to cut spending long term before you cut taxes long term.

Tax Plan Argument Two: OK, let’s forget the long-term tax burden. The tax
package still makes sense as near-term fiscal stimulus to bring the economy back to
Sfull capacity.

I believe there is some merit in this argument. Today’s economy remains fragile,
fargely because business and consumer confidence remain fragile. Under these
circumstances, stimulus could have a beneficial impact. As Federal Reserve Board
Chairman Alan Greenspan puts it, it would help the economy get through a “soft patch.”

The problem with the stimulus justification is not that it’s wrong. The problem is
that it doesn’t apply to the plan under consideration. For fiscal stimulus to be effective, it
has to put money into consumers’ pockets as quickly as possible. Yet just 5 percent of
President’s “economic growth” provisions, those explicitly advertised as stimulus, would
end up in consumers’ pockets this fiscal year. Over the entire ten-year projection period,
just 17 percent of the full $1.5 trillion tax-cut package would end up in taxpayers’
pockets over the first three years. Fifty-four percent would be distributed in the last three
years. :
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Tax Plan Argument Three: Even if it doesn’t deliver much near-term stimulus,
the tax plan does make the tax code more efficient—which translates into less
economic waste and a higher standard of living all around.

Many supporters of the administration’s tax plan argue that its provision to
eliminate the double taxation of corporate earnings would make our tax system more
efficient by reducing the tax penalty on the return to saving generally and on the retorn to
corporate equity (versus corporate debt) in particular. As a sort of representative of
“Wall Street,” I have to confess I'm sympathetic to this argument.

Personally, as a matter of tax design, I wouldn’t do it the same way. A better plan
would be to introduce relief on earnings at the corporate level. My biggest problem with
this provision, however, is not its complex design and implementation challenges. My
biggest problem is that it is deficit-financed. Reducing the taxation on corporate earnings
may marginally improve savings behavior—but not nearly enough to compensate for the
loss in federal revenue, which adds directly to the federal debt and, in the long run,
subtracts dollar-for-dollar from national savings. Far better to have made any proposal
revenue neutral, for example by genuine tax reform that eliminates many of the
ineffective corporate tax subsidies.

Tax Plan Argument Four: The critics just don’t get it. What this tax package is
really about is improving “supply side” incentives to work, save, and invest.

We should all be able to acknowledge that “supply-side” reductions in punitive
tax rates — as indeed they once were — have sometimes been very successful. And, if
supply-side advocates were less theological in their interpretation of the data, we should
also be able to acknowledge that in other instances tax-rate reductions have had
indifferent results.

In fact, there’s plenty of evidence that, when marginal tax rates are not high the
efficiency gains from cutting them may be modest. (The average marginal tax rate on
federal income and payroll taxes is now 30.0 percent, among the lowest in the developed
world.) And the impact on economic activity may be ambiguous—in other words, while
some people may react to more after-tax income by working more, others may react by
working less. Even if the supply-side response to the administration’s marginal rate cut
is both positive and sjzeable, moreover, the gains would be cancelled out—perhaps even
overwhelmed—by the sizeable inefficiencies of the deficits the administration plans to
run in order to pay for it.

That’s the conclusion reached by CBO’s examination of the new tax plan.
According to some of the dynamic models reviewed by CBO and indeed several others
that I as Chairman of the Federal Reserve Bank of New York have had the opportunity to
observe, the tax plan would actually result in significant GDP losses relative to baseline
and further revenue losses relative to the official “static” projection of the plan. Such
losses, needless to say, would constitute a sad outcome for a tax reform purchased at the
cost of $1.5 trillion in extra public indebtedness.
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Tax Plan Argument Five: Let’s be honest. The ultimate purpose of the
Administration’s tax cut plan has nothing to do with economics. It’s about politics or
political philosophy. The purpose is to starve the government of revenue so that, in the
long run, Congress will have no choice but to cut back spending and, with that,
diminish the size of government.

This is a seductive apologia. But I have three objections to it: It is unfair, it is
cynical, and it is hypocritical.

It is unfair because no end, however legitimate, can justify such means. Nothing
excuses holding the next generation hostage—any more than your own children——on the
dubious bet that another party will have the good will to relent.

It is cynical because it assumes that our democratic process is broken and that we
can no longer directly advocate a policy for the common good, but must instead rely on
subterfuge to achieve our purpose.

And it is hypocritical. One could take the ostensible goal of the tax cutters—
smaller government—rmore seriously if we saw that the party pushing the tax cut were
also trying with great energy to cut spending, both short-term and over the longer term
with genuine reform of what OMB itself calls our unsustainable entitlement programs.
But we see nothing of the sort. Indeed, it’s hard to find the small-government argument
persuasive when the budget does nothing to reform entitlements, allows debt-service
costs to rise along with the debt, and urges greater spending on defense—and when these
three functions comprise over four-fifths of all federal outlays.

America at a Crossroads

Mr. Chairman, our nation faces at least two history-bending challenges: global
terrorismm and global aging. Meeting the first may require marshalling new resources far
above the extra spending already legislated. We know that meeting the second will test
the ability of our society to provide a decent standard of living for the old without
imposing a crushing tax burden on the young. It seems obvious to me that America
should not approach this fiscal gauntlet encumbered by deficits as far as the eye can see.
To do so would be to ignore every principle of public finance, generational equity, and
long-term economic stewardship.
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Peter G. Peterson

Full Testimony

Mr. Chairman and members of the Committee, thank you for inviting me to
comment on the administration’s tax plan. While I am not here representing The
Concord Coalition, many of that organization’s leading members—including Bob
Kerrey, Robert E. Rubin, Warren B. Rudman, Sam Nung, Charles Bowsher, Lloyd Cutler
and Paul A. Volcker—have joined me in recent public messages on fiscal policy. Iam
attaching to my written testimony a copy of a full-page statement in the New York Times
(February 2, 2003) and an op-ed essay in the same newspaper (April 9, 2003).

On the question of tax cuts, we perhaps best expressed our views at a Concord
Coalition press conference on March 8, 2001. We said at that time that, if a stimulus is
enacted, its main purpose should be demand-side stimulus. As such, it should (1) be
temporary; (2) be targeted to taxpayers and businesses most likely to spend it; and (3) do
nothing to aggravate our already vnsustainable long-term fiscal outlook. Looking at the
administration’s current tax plan, I'm sure our group would all still agree with this
formulation—and would express even more urgency than before over the fiscal
implications.

T'will begin by reviewing the grave deterioration in the budget ontlook over the
past two years and the long-term injury resurgent deficits threaten to inflict on the
economy and on future generations. I will then turn to the arguments the administration
has made in favor of its tax plan and why I don’t find many of them particularly
persuasive.

The Worsening Fiscal Qutlook

Mr. Chairman, two years ago, the ten-year budget balance was projected by the
CBO to be a mountainous surplus of $5.6 trillion. Many hoped that this surplus could
pay off a substantial portion of the publicly held debt, or even better, fund a reform of
Social Security that would shore up its finances without raising anyone’s taxes or cutting
anyone’s benefits. Either way, it would be translated into a vast boon to future
generations. But that opportunity quickly passed. A large tax cut and unexpected
spending growth, combined with the bursting of the stock market bubble and the 2001
recession, slashed that surplus to a mere $0.9 trillion by March of 2003.

13

Unfazed by this turnaround, the administration is proposing a budget that includes
a second large tax cut and various new spending items, such as a Medicare prescription
drug benefit, that the CBO says would pull the projected ten-year balance down to a
deficit of $1.8 trillion. And this may be an underestimate. It doesn’t count the cost of
war and reconstruction in Iraq and, in my view, indispensable homeland security. It
almost certainly understates the costs of improving homeland security. It ignores the
inevitable reform of the alternative minimum tax, which will apply to some 39 million
returns within 10 years (assuming that the 2001 tax cuts do not expire in 2010}, up from 2
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million today. And it assumes large and unspecified reductions in discretionary spending
that most legislators of both parties know will never come to pass. A more prudent
projection—one that assumes AMT relief will be extended and that discretionary
spending will grow at the rate of the economy—would push the ten-year deficit
projection to $4.0 trillion.

‘What does this all add up to? In just two years, America has witnessed a $10
trillion projected deficit swing—undoubtedly the biggest swing in fiscal expectations in
U.S. history other than during years of total war.

With total war, of course, large deficit swings may be good policy. The nation
may expect the emergency to be over soon and thus be able to pay back the new debt
during a subsequent era of peace and prosperity. Yet few experts believe that the major
drivers of today’s deficit projections are similarly short-term. The Vice President has
warned that the “War on Terror” may last “a couple of generations.” And the biggest
single driver of the projections, the growing cost of senior entitlements like Social
Security and Medicare, is certain to become much worse just beyond the ten-year horizon
when the huge Baby Boom generation starts retiring in earnest. We’ve grown used to
thinking about entitlements as a “long term” problem, but in fact it’s beginning to overlap
with our near-term projections. The first Boomer will be eligible for early retirement on
Social Security (at age 62) in 2008; this generation will be retiring on full benefits by
2011.

In theory, it is true, we are “prefunding” some small portion of these extra
entitlement costs through the build-up of the Social Security and Medicare trust funds.
But the deficit numbers cited above include these trust-fund surpluses. If we set these
surpluses aside and put them truly off-budget, the deficit numbers would be $2.7 trillion
larger. And even accepting this accounting, the prefunding would only pay for a small
fraction of the estimated $25 trillion in unfunded Social Security, Medicare and federal
pensions benefits payable to today’s adults.

As a general matter, longer time horizon does not justify near-term deficits. If
anything, the longer-term demographics are an argument for sizeable near-term surpluses.
Over the entire decade of 2003 to 2013, the CBO projects that Social Security, Medicare,
and Medicaid will grow by less than 1 percent of GDP. But from 2013 on, they will be
growing by 1 percent of GDP every three and one-half years. All told, the total cost of
these programs is due to more than double as a share of GDP between 2000 and 2040,
from 7.6 percent to 15.5 percent of GDP. The cost of Social Security and Medicare’s
Hospital Insurance program alone will rise from 13.8 percent of worker payroll today to
between 24.2 and 34.3 percgnt of payroll by 2040. If senior entitlements are simply left
on autopilot, the official long-term projections of both the CBO and GAO conclude that
deficits will eventually rise to economy-shattering levels. ‘

This is not a partisan issue. Even the OMB, the agency responsible for
orchestrating the administration’s fiscal strategy, concurs that senior entitlements will
grow explosively in the decades ahead. According to the President’s Budget of the U.S.
Government for Fiscal Year 2004, the cost of Social Security, Medicare, and Medicaid
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together, which amounted to 30 percent of noninterest federal spending in 1980, has
reached 45 percent today and will be shooting past 65 percent by 2040. “These long-run
budget projections,” says the OMB, “show clearly that the budget is on an unsustainable
path.... As the Baby Boomers reach retirement age in large numbers, the deficit is
projected to rise steadily as a share of GDP. Under most scenarios, well before the end of
the projection period for this chapter rising deficits would drive debt to several times the
size of GDP.”

Some supporters of the administration’s fiscal strategy dismiss these long-term
projections as little more than guesswork. We hardly know what the economy will do
next year, they say. How can we possibly make projections forty years out? The
unanimity among official agencies on the magnitude and severity of entitlement cost
growth, however, should give these supporters pause.

The long-term projections are in fact much more reliable than most other
predictions economists and demographers make. The aging of America is about as close
as social science ever comes to a certain forecast. Absent a Hollywood catastrophe—a
colliding comet or an alien invasion—it will surely happen. The reason is simple. Over
the next 65 years, the number of elderly is easily projectable since they have already been
born and are thus countable. Because the typical mortality assumptions are quite
conservative, most of the surprises on the longevity side would make the cost outlook
even worse. As for the future number of younger people, even a dramatic turnaround in
birthrates would have little impact for the next 30 years.

Although some of the economic variables are harder to forecast, these do not
influence the long-term cost projections as much as many would suppose. Higher
productivity growth, for example, pushes up revenues, and this helps. But it also pushes
up benefit awards (which are linked to wages), so that the net result is largely a wash.
This is why—contrary to glib reassurances from the “new economy” advocates—we
cannot grow out way out of this challenge.

Why Deficits Matter

A future of mounting deficits is a cause for grave concern. Mounting deficits can
slow and even halt the steady growth in material living standards that has always
nourished the American Dream. When such deficits are incurred in order to fund a rising
transfer from young to old, they also constitute an injustice against future generations.

Economically, the problem with deficits is that they soak up national savings and
crowd out productive investment. They do so by raising interest rates, probably by 25 to
50 basis points for each one percent increase in the long-term federal deficit as a share of
GDP. The former figure appears in a just-released study by the Federal Reserve Board;
the latter figure was cited in a recent report by the Center for Economic Development.
Many other studies have confirmed a response of at least this magnitude.

Since America’s savings pool is shallow, the impact of large deficits is especially
harmful. The U.S. net national savings rate is already low both relative to other
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developed nations and to our own history. From 10.9 percent of GDP in the 1960s, it slid
to 4.8 percent in the 1990s—and to two consecutive postwar lows of 3.3 percent of GDP
in 2001 and 1.7 percent in 2002. Current fiscal policies are due to push net national
savings still lower. It may drop below zero within the next few years. The last time this
happened was during the depths of the Great Depression.

This brings us to history’s bottom line, as insisted on by one economic luminary
after another, from Adam Smith to Karl Marx to Alfred Marshall to John Maynard
Keynes: No country can enjoy sustained living standard growth without investing, and no
country can sustain high investment for long without saving.

These thinkers all understood that capital formation may not be a sufficient
condition for rising living standards, but it is certainly a necessary condition. Moreover,
it is the one condition that a society can directly influence. We cannot legislate
technological breakthroughs—nor even a higher private savings rate. But we can
legislate a budget surplus, and surpluses add to national savings just as surely as deficits
subtract from it. It may not matter much to private savers whether they end up
purchasing a tractor or a T-bill. But it matters a great deal to the economy.

With real interest rates now so low, some defenders of deficit spending say there’s
little reason to fear that today’s growing deficits are about to crowd out productive
investment. Ibelieve, however, that today’s low rates are a cyclical phenomenon and
unlikely to last. As the economy revives and investment rekindles, real interest rates will
surely rise—and the vast majority of ecopomists agree that they will rise faster and
farther with large deficits than without.

Moreover, as economists William Gale and Peter Orszag have recently pointed
out, the strength of the relationship between interest rates and deficits is “at least partially
ared herring.” They explain: “The more fundamental point is that long-term budget
deficits reduce national saving and impose substantial long-run costs on the economy,
regardless of whether interest rates are affected. As long as an increase in the budget
deficit is not fully offset by an increase in private saving—and such a full offset is a
theoretical possibility that almost all economists reject in practice—the expanded budget
deficit will manifest itself in some combination of reduced domestic investment and an
expanded current account deficit. Either way, and regardless of the effect of deficits on
interest rates, increased budget deficits reduce future income. That reduction in future
income is the true cost of a failure of long-term fiscal discipline.”

Others argue that, even if deficits undermine America’s national savings rate, they
need not undermine investment and living standards because foreign savers are taking up
the slack. And in fact since the late 1990s surging capital imports have helped to prop up
U.S. investment. The problem with capital imports, however, is that they can’t surge
forever. Today, with the U.S. current account deficit hitting 5 percent of GDP, the
highest rate in at least a century, an urgent question for many economists is how
suddenly, or even catastrophically, this surge will stop. In any case, the potential for
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financial crisis aside, whatever America borrows it will have to pay back—or else fork
over a permanent debt service charge. Either way, future living standards will suffer.

There’s a related concern. For decades, deficit apologists excused federal debt by
pointing out that “we only owe it to ourselves.” This was never true in the figurative
sense in which the apologists meant it—namely, that borrowing from ourselves has no
economic cost. It does. But today, this is not even literally true. Already, 35 percent of
the U.S. public debt is owned by foreigners, a percentage that has doubled over the past
ten years. If the trend continues, the United States may find itself increasingly hostage to
global financial markets—and perhaps even to the whims of foreign governments.

1t’s important to keep in mind the global context of American fiscal policy. In
recent decades, America could count on large capital imports from other rapidly growing
industrial economies like Germany and Japan that were generating large savings
surpluses. Over the next two or three decades, all of these nations will be aging more
rapidly than America. Many will be in steep demographic decline, experiencing zero
GDP growth, and struggling to finance a tidal wave of pension and health-care outlays.
In my book Gray Dawn, I calculate that the combined pension deficit of the G-7
countries would, by the 2030s, grow large enough to consume the net economic savings
of the developed world. In short, our habit of borrowing from abroad will be cut short by
the overseas age wave. To maintain even a minimal Jevel of domestic investment,
America will have to save more on its own.

‘When we reflect on the fiscal, financial, and geopolitical challenges our children
must confront over the next century, we have reason to pause and ask ourselves: Are we
meeting our generational obligations? Are we providing them with the economic
resources they need to overcome these challenges? Are we investing as much in them as
our own parents invested in us? Or are we not in our public policies taking from them
more than we are giving? All of the evidence suggests that our kids are getting a bad
deal, whether we look at declining rates of return on Social Security contributions or the
disquieting findings of a whole new branch of policy analysis, generational accounting.
However we quantify the current deal between old and young, one has to worry that we
are greatly worsening the terms of the transaction by embracing a policy of endlessly
rising deficits. This policy, after all, constitutes an explicit decision by today’s adults to
collectively shift the current cost of government from themselves to their children.

What’s Wrong with the Arguments for the Tax Plan

Keeping in mind the clear and present danger deficits pose to our future, let me
now turn to the advisability of the President’s current tax plan. It seems to me thatthe
case boils down to five basic arguments.

Tax Plan Argument One. The American people want and deserve a tax cuf. A
democratic government should respond to their wish.

The administration has described a vision of America in which government takes
and spends less of our money and leaves more of it the pockets of those who earned it.
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Overall, it is a vision of a dynamic and entrepreneurial society in which government is
smaller and less intrusive. It is a vision that resonates with many citizens.

How much it resonates, to be sure, remains a matter of some debate. Relative to
other countries, after all, the United States doesn’t seem especially overtaxed. And right
now, in the wake of 9/11, many surveys indicate that voters are a lot more concerned
about whether government has the resources to meet urgent public needs than whether it
taxes too much. According to two Gallup polls taken in 2003, the share of Americans
who say that the federal income tax is “too high” is lower than in any year since 1962.
Nonetheless, I think it’s fair to give the President the benefit of the doubt on this point.
Americans remain wary of a large and burdensome government. And if they aren’t
especially concerned about high taxes at this moment, they soon will be given the
projected upward trend in public spending. Where spending goes, taxes must sooner or
later follow.

I'want to be very clear on this point. Neither I nor The Concord Coalition is
opposed to smaller government or lower taxes. We simply require that, at the end of the
day, revenues are sufficient to cover outlays. If we can manage this without raising taxes,
that would be great. And if we can manage it while cutting taxes, that would be even
better.

In this, not surprisingly, I part company with those Democrats who are
ideologically wed to big government and hate to vote down a dime’s worth of outlays.
But I also part company with many Republicans who, despite their rhetoric, aren’t doing
much to cut spending either. Indeed, we seem to have embraced a policy of guns and
butter AND tax cuts. k

I'insist on the bottom line logic of public finance—that the long-term tax burden
is determined by the long-term spending burden, and that unless you reduce the long-term
spending burden you do not really cut taxes, but only shift the burden of taxes from the
present to the future. The administration’s budget, however, does not propose anywhere
near the level of spending restraint that would be needed to justify its long-term tax cut
proposals. As the CBO points out in its Analysis of the President’s Budgetary Proposals
Jor Fiscal Year 2004, “*at some point in the future under the President’s proposals, either
taxes would have to be higher than they otherwise would have been, or spending would
have to be lower.”

Public finance textbooks teach us many things—how to finance temporary
deficits, how to save temporary surpluses, how to structure a tax system that is stable,
efficient, and equitable. But there is no textbook that teaches that you can ease the long-
term tax burden simply by cutting the tax. Instead of pretending it can accomplish the
impossible, the administration should be educating the public that, when you face a future
of endless deficits, you have to cut spending long term before you cut taxes long term.
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Tax Plan Argument Two: OK, let’s forget the long-term tax burden. The tax
package still makes sense as near-term fiscal stimulus. Given the current weakness in
employment, investment, and the stock market, we badly need stimulus to bring the
economy back to full capacity. A tax cut is the quickest and most effective way to
accomplish this.

Thirty years ago, President Nixon famously declared that “We are all Keynesians
now.” Since the disastrous stagflation of the 1970s, faith in Keynesianism may have
waned, but even today few doubt that when the economy suffers multiple shocks, the best
way to avert a severe contraction is to apply an immediate dose of fiscal stimulus. Most
economists still believe it. Istill believe it. And apparently President Bush still believes
it. In describing his tax plan, the President often uses classic Keynesian rhetoric. “That
money can cover a lot of bills,” he explains. “That money can help families with
purchases they have been delaying. That money will be in circulation, which will be
good for our economy.”

Again, I believe there is some merit in this argument. Today’s economy remains
fragile, largely because business and consumer confidence remain fragile. Under these
circumstances, stimulos could have a beneficial impact. As Federal Reserve Board
Chairman Alan Greenspan puts it, it would help the economy get through a “‘soft patch.”

The problem with the stimulus justification is not that it’s wrong or that the
President doesn’t articulate it well. The problem is that it doesn’t apply to the plan under
consideration. For fiscal stimulus to be effective, it has to put money into consumers’
pockets as quickly as possible. Yet just 5 percent of President’s “economic growth”
provisions, those explicitly advertised as stimulus, would end up in consumers’ pockets
this fiscal year. Over the entire ten-year projection period, just 17 percent of the full $1.5
trillion tax-cut package would end up in taxpayers’ pockets over the first three years.
Fifty-four percent would be distributed in the last three years.

Indeed, the whole design of the plan is long-term and structural, not near-term and
countercyclical. That’s why nearly all of its changes are permanent, and that’s why many
of them do nothing except turn temporary provisions enacted in 2001 into permanent
changes. Reportedly, the administration is willing to delay the phasing-in of its new tax
cuts so long as the ultimate reductions remain unchanged beyond 2010, when they would
otherwise expire. What we need is short-term stimulus and long-term restraint. In the
administration’s plan, it seems to me we get neither.

Tax Plan Argument Three: Even if it doesn’t deliver much near-term stimulus,
the tax plan does make the tax code more efficient—which translates into less
economic waste and a higher standard of living all around.

An efficient tax system can be defined as a system which raises revenue with
minimal distortions in economic behavior and thus with minimal “dead weight” loss of
wealth and income. Finance theorists have come up with many complex equations to
quantify tax efficiency, but it’s fair to say that most of us know it when we see it. The
acid test is how much the tax system itself changes people’s work, saving, and investment
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choices in order to raise a given amount of revenue. Much change means inefficiency.
Little change means efficiency. But let me repeat the key clause for reasons that will
become clear shortly: in order to raise a given amount of revenue.

Many supporters of the administration’s tax plan argue that its provision to
eliminate the double taxation of corporate earnings would make our tax system more
efficient by reducing the tax penalty on the return to saving generally and on the return to
corporate equity (versus corporate debt) in particular. As a sort of representative of
“Wall Street,” I have to confess I’'m sympathetic to this argument. For decades, many
smart economists have been making a very persuasive case that our tax treatment of
corporate earnings is conspicuously inefficient and that—a sore point for me—it
discourages capital formation. So put me down as a supporter of this type of efficiency
reform.

Personally, as a matter of tax design, I wouldn’t do it the same way. A better plan
would be to introduce relief on earnings at the corporate level. This would be much
simpler, because it would avoid complicated “look back” readjustments to the tax basis of
everyone’s stock. It would also be fairer, because it would extend relief to the two-thirds
of all stockowners (especially to millions of younger, moderate-income workers with
retirement plans) whose dividends aren’t currently taxable at the personal level and who
thus won’t benefit from the administration’s plan.

My biggest problem with this provision, however, is not its design. Such things
can be discussed and resolved. My biggest problem is that it is deficit-financed. As
such, it does not deserve to be called an efficiency reform—which, by definition, requires
that the reform be revenue neutral since deficits themselves are a new source of economic
inefficiency. To ignore the deficit-financing of a tax cut is like trying to ignore the extra
$50,000 you just paid for a car that promises to give you an extra mile-per-gallon in fuel
efficiency. Reducing the taxation on corporate earnings may marginally improve savings
behavior—but not nearly enough to compensate for the loss in federal revenue, which
adds directly to the federal debt and, in the long run, subtracts dollar-for-dollar from
national savings.

Far better to have made any proposal revenue neutral by engaging in genuine tax
reform. The administration’s policy makers could have paid for this revenue loss by
combining it with other efficiency-enhancing provisions that add rather than subtract
from revenue. Even within the corporate realm alone, they could have targeted any
number of inefficient loopholes and subsidies for elimination—or any number of gaps for
base-broadening. They chose not to do so.

Tax Plan Argument Four: The critics just don’t get it. What this tax package is
really about is improving “supply side” incentives to work, save, and invest.

Since the late 1970s, a core proposition of what has come to be known as the
“supply side” case for tax reform is that reductions in high marginal tax rates can
sometimes have a dramatic and positive impact on both economic activity and revenue.
In a sensible world, we would all be able to discuss supply-side tax cuts as a special and
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important category of efficiency reform. We would all be able to acknowledge that
“supply-side” reductions in punitive tax rates, which we indeed once had in the United
States, have sometimes been very successful and also acknowledge that in other instances
tax-rate reductions have had indifferent results.

That would be a sensible world. The reality is that the supply-side case has
developed into something approaching a theology, ruling out any reasonable discussion
of the evidence. Heartened by their success with targeted cuts in marginal rates of 70
percent or higher, supply-side true believers move on to the proposition that vast free-
lunch efficiency and revenue gains can be derived by cutting nearly any tax rate
whenever and wherever they can take a cross-the-board whack at it.

In fact, there’s plenty of empirical evidence that, when marginal tax rates are not
high, the efficiency gains from cutting them may be modest and the impact on economic
activity may be ambiguous—in other words, while some people may react to more after-
tax income by working more, others may react by working less. With the top marginal
federal income tax rate currently at 39.6% and the average marginal rate on federal
income and payroll taxes at 30.0%, it’s not clear that the U.S. economy is in the “high”
range. Even if it is, the marginal rate impact of the reform hardly seems sufficient to
trigger a sizeable response. According to the CBO, the administration’s total two-part tax
package, the 2001 enacted plan and the current plan, is expected to cut the average
marginal rate by no more than 1.5 percentage points (from 32.0% to 30.5% in 2011).
That’s less than a 5 percent reduction.

Even if the supply-side response is both positive and sizeable, moreover, the gains
would be cancelled out—perhaps even overwhelmed—by the sizeable inefficiencies of
the deficits needed to pay for it. That’s the conclusion reached by CBO’s examination of
the new tax plan. The tax-rate induced gains in labor supply, reports the CBO, would be
positive but small, and in any case they would be neutralized by the deficit-induced
losses in investment and capital. According to some of the dynamic models reviewed by
CBO, the tax plan would actually result in significant GDP losses relative to baseline and
further revenue losses relative to the official “static” projection of the plan. Such losses,
needless to say, would constitute a humiliating outcome for a tax reform purchased at the
cost of $1.5 trillion in extra public indebtedness.

Some supporters of the tax plan complain that CBO should have assessed the
dynamic supply-side gains independently from the dynamic deficit losses. But this
clearly would make no sense. If it did, we may as well propose getting rid of taxes
altogether and assessing the wonderful efficiency gains independently of the fact that our
government ng longer has any revenue. Rather than lodge their complaint with the CBO,
these supporters might ask the administration why, here too, it failed to incorporate into
its package any efficiency-enhancing provisions that add rather than subtract from
revenue. When it doesn’t come at the expense of deficits, the logic of reducing marginal
tax rates is persuasive. Historically, some of the most successful tax reforms in history
featured a combination of marginal rate reduction with expansions in the taxable income
base. This was, for example, the template for the Tax Reform Act of 1986.
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Tax Plan Argument Five: Let’s be honest. The ultimate purpose of the
Administration’s tax cut plan has nothing to do with economics. It’s about politics or
political philosophy. The purpose is to starve the government of revenue so that, in the
long run, Congress will have no choice but to cut back spending and, with that,
diminish the size of government.

Some Republicans argue that tax cuts are the only way to reduce government
spending in a world in which powerful interest groups, allied with the opposition party,
stand ready to punish any attempt to cut off the flow of government largess. A direct
approach, they say, is futile. The only practical option is to pursue the indirect but more
popular course of revenue reduction, choking off government’s resources at the source.
True, deficit financing can keep outlays flowing for a time. But as in the famous story of
Solomon, these strategists hope that Democrats will agree to cut spending rather than
punish our children by smothering them with debt.

This is a seductive apologia. But T have three objections to it: It is unfair, it is
cynical, and it is hypocritical.

It is unfair because no end, however legitimate, can justify such means. Nothing
excuses holding the next generation hostage—any more than your own children—on the
dubious bet that another party will have the good will to relent. What if instead they
employ your strategy in reverse? What if they call your bluff, raise your ante, and allow
a floodtide of debt to sweep forth? What next step do these partisans suggest?

It is cynical because it assumes that our democratic process is broken and that we
can no-longer directly advocate a policy for the common good, but must instead rely on
subterfuge to achieve our purpose. It assumes a political system in which the two parties
are so polarized that they no longer share any common values or aspirations on which
open agreement can be reached. I for one refuse to accept this dismal view.

And it is hypocritical. One could take the ostensible goal of the tax cutters—
smaller government—more serjously if we saw that the party pushing the tax cut were
also trying with great energy and diligence to reduce government spending in the near-
term and especially in the long term with genuine reform of what OMB itself calls our
unsustainable entitlement programs. But we see nothing of the sort.

If you doubt me on this point, listen instead to Urban Institute tax expert Eugene
Steuerle, respected by both parties for his long track record of dispassionate objectivity.
To date, Steuerle writes, the Bush administration has assiduously tried “to avoid budget
choices that might take some tax or benefit expenditure away from anyone. Thus it has
not pushed to enact any systematic reform that almost inevitably creates losers as well as
winners. Every significant enactment so far has involved losing revenues by more
spending or more tax cutting—whether this issue has been domestic discretionary
spending, defense spending, or tax cuts. So far, few benefits, however unworthy, have
been taken away from interest groups—as reflected in the dearth of base broadening tax
proposals. Preferences sought by many groups—farmers, steel workers, and railroads,
among others—have often been expanded.”

In other words, it’s hard to find the small-government argument persuasive when,
on the spending front, the GOP leaders do nothing to reform entitlements, allow debt-
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service costs to rise along with the debt, and urge greater spending on defense—and
when these three functions comprise over four-fifths of all federal outlays.

America at a Crossroads

Mr. Chairman, the current debate over the President’s tax plan needs to be viewed
in broader context of our long-term fiscal challenge. In this respect, America stands at a
crossroads. We can demand that our leaders undertake the kinds of reforms, including
long-term entitlement reforms, that are needed to put the budget on a sustainable
trajectory—and face up to the required sacrifice. Or we can continue to pretend that our
choices have no consequences—and let our children pay the price in lost opportunities,
lower living standards, and a less safe and secure place in the world.

Social Security, as officially projected, will be able to pay only 74 percent of its
now-scheduled benefits by the year 2045. Should we face that fact or bury our head in
the sand? Neither party has demonstrated much courage here.

I have often criticized the free-lunch games of many GOP reform plans for Social
Security—such as personal accounts that will be “funded” by deficit-financed
contributions. But at least the GOP pretends to have reform plans. Democrats have
nothing. Or, as Bob Kerrey puts it quite nicely, most of his fellow Democrats propose
the “do-nothing plan,” a blank sheet of paper that essentially says it is OK to cut benefits
by 26 percent across the board when the money runs out. Assuming that Democrats
would feel genuine compassion for the lower-income retirees, widows, and disabled
parents who would be most affected by such a cut, I have suggested to them that maybe
we ought to introduce an “affluence test” that reduces benefits for fat cats like me. To
my amazement, Democrats angrily respond with irrelevant clichés like “programs for the
poor are poor programs” or “Social Security is a social contract that cannot be broken.”

Apparently, it doesn’t matter that the program is already unsustainable. They
cling to the mast and are ready to go down with the ship. I have already mentioned how
many Republicans regard supply-side tax cuts as a sort of theology. But the Democrats
have their own theology--federal entitlements.

Mr. Chairman, our nation faces at least two history-bending challenges: global
terrorism and global aging. Meeting the first may require marshalling new resources far
above the extra spending already legislated. We know that meeting the second will test
the ability of our socjety to provide a decent standard of living for the old without
imposing a crushing tax burden on the young. It seems obvious to me that America
should not approach this fiscal gauntlet encumbered by deficits as far as the eye can see.
To do so would be to ignore every principle of public finance, generational equity, and
long-term economic stewardship.

In his State of the Union Address, President Bush himself has said, “This country
has many challenges...we will not pass along our problems to other Congresses, to other
Presidents, and other generations.” My colleagues and I firmly believe that’s a promise
America needs to keep.
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ATTACHMENT
New York Times op-ed

Bob Kerrey, Sam Nunn and Warren B. Rudman are former senators. Peter G.

Peterson and Robert E. Rubin are former cabinet secretaries. Paul A.
Volcker is former chairman of the Federal Reserve. All are members of the
Concord Coalition, a group that focuses on federal budget policy.

By Bob Kerrey, Sam Nunn, Peter G. Peterson, Robert E. Rubin, Warren B.
Rudman and Paul A. Volcker

With a war in Iraq and looming postwar costs, growing pressures for a
prescription drug benefit, increased expenses for domestic security and a
ballooning budget deficit, Congress must exercise restraint on both
revenues and spending to prevent fiscal policy from spiraling out of
control. The consensus in favor of long-term budget balance must be
re-established. This issue is now directly before Congress as it debates

the federal budget.

The fiscal outlook is much worse than official projections indicate.

These projections assume that the tax cuts enacted in 2001 will expire at
the end of 2010. They also assume that discretionary spending, the part of
the budget that pays for national defense, domestic security, education and
transportation, will shrink continuously as a share of the economy. Neither

of these assumptions is realistic.

Moreover, the official projections do not include the costs of war and
reconstruction in Iraq. And they ignore the inevitable need to reform the
alternative minimum tax, which is not indexed for inflation and will apply

to some 40 million households within 10 years - up from two million today.

Under more realistic assumptions, the deficit projections are cause for
alarm. A recent study by Goldman Sachs includes this forecast: if the
president’s proposed new tax cuts are enacted, a Medicare prescription drug

benefit is approved, the A.M.T. is adjusted and appropriations grow
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modestly, the deficits over the next 10 years will total $4.2 trillion -
even if the Social Security surplus is included. If it is not included, the
deficit would be $6.7 trillion. Under these circumstances, the ratio of
publicly held debt to gross domestic product climbs within 10 years to

nearly 50 percent, from 33 percent just two years ago.

And all of this happens before the fiscal going gets tough. Looming at

the end of the decade is a demographic transformation that threatens to
swamp the budget and the economy with unfonded benefit promises, like
Social Security and Medicare, of roughly $25 trilli‘on in present value. Our
children and grandchildren already face unthinkable payroll tax burdens
that could go as high as 33 percent to pay for these promised benefits. It

is neither fiscally nor morally responsible to give ourselves tax cuts and

leave future generations with an even higher tax burden.

And yet tax cuts are the primary focus of this year’s budget debate. To
speed enactment of tax cuts, Congress is planning to use a special
fast-track procedure called *‘reconciliation” in the budget resolution.
While determining the size of the tax cut to be given fast-track protection
in the budget is sometimes dismissed as a procedural matter, it is not:
whatever its size, a tax cut that receives this protection is.almost

certain to be enacted in the later tax legislation. Members of Congress
should not therefore approach the budget deciston with the idea that a tax

cut given such status now can be easily scaled back later.

The president has proposed a cut of $726 billion, which the House has
already approved. The Senate has reduced the cut to $350 billion.

Given the rapidly deteriorating long-term fiscal outlook, neither

proposal is fiscally responsible. It is illogical to begin the journey back

toward balanced budgets by enacting a tax cut that will only make the
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long-term outlook worse. Furthermore, the proposed tax cuts are not useful
for short-term fiscal stimulus, since only a small portion would take
effect this year. Nor would they spur long-term economic growth. In fact,

tax cuts financed by perpetual deficits will eventually slow the economy.

The tax cuts now before Congress do not pay for themselves. No
plausible array of matching spending cuts or offsetting revenue increases
has been, or will be, proposed to close the gap resulting from a large new

tax cut.

‘We believe that there should be no new tax cuts beyond those that are
likely to provide immediate fiscal stimulus, and that avoid growing revenue
loss over time. If, however, Congress decides it must approve a tax cut, it
should pass the Senate’s. While a $350 billion tax cut does not fit our
definition of fiscal responsibility, it comes closer than a tax cut of $726
billion. Moreover, Congress should re-establish the pay-as-you-go rule in
which tax cuts and entitiement expansions must be offset. The discipline of
this rule greatly contributed to the elimination of budget deficits in the

1990’s and 1s clearly needed again.

Congress cannot simply conclude that deficits don't matter. Over the

long term, deficits matter a great deal. They lower future economic growth
by reducing the level of national savings that can be devoted to productive
investments. They raise interest rates higher than they would be otherwise.
They raise interest payments on the national debt. They reduce the fiscal
flexibility to deal with unexpected developments. If we forget these
economic consequences, we risk creating an insupportable tax burden for the

next generation.
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Abstract

Estimating the effects of government debt and deficits on Treasury yields is compli-
cated by the need to isolate the effects of fiscal policy from other influences. To abstract
from the effects of the business cycle, and associated monetary policy actions, on debt,
deficits, and interest rates, this paper studies the relationship between long-horizon
expected government debt and deficits, measured by CBO and OMB projections, and
expected future long-term interest rates. The estimated effects of government debt and
deficits on interest rates are statistically and economically significant: a one percent-
age point increase in the projected deficit-to-GDP ratio is estimated to raise long-term
interest rates by roughly 25 basis points. Under plausible assumptions these estimates

are shown to be consistent with predictions of the neoclassical growth model.
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1 Introduction

Much controversy surrounds the quantitative effects of government debt and deficits on long-
term real interest rates. Economic theory provides different answers depending on issues
such as whether deficits reflect changes in government expenditures or shifts in the timing of
taxes, and on the planning horizon of households who hold government debt and pay taxes.
One might hope that empirical evidence could be brought to bear on this question, but here
the results are just as ambiguous. One major obstacle in obtaining empirical estimates is
the need to isolate the effects of fiscal policy from the many other factors affecting interest
rates. The most obvious of these factors is the state of the business cycle. If automatic
fiscal stabilizers raise deficits during recessions, while at the same time long-term interest
rates fall due to monetary easing, deficits and interest rates may be negatively correlated
even if the partial effect of deficits on interest rates — controlling for all other influences -
is positive.

This paper proposes to address this identification problem by focusing on the relationship
between long-horizon forecasts of both interest rates and fiscal variables. Deficits and
interest rates expected to prevail several years in the future are presumably little affected
by the current state of the business cycle, thus greatly reducing the reverse-causality effects
induced by countercyclical monetary policy and automatic fiscal stabilizers. Of course, there
are many conceivable factors that jointly determine fiscal variables and interest rates, and it
is unlikely that a reduced-form regression would ever completely overcome this endogeneity
problem, but focusing on long-horizon forecasts is an important step in the right direction.
Moreover, deficits projected several years into the future may be informative about the
longer-run fiscal position, and may therefore approximate investors’ expectations about the
eventual level of government debt relative to GDP. Such measures of expectations thus hold
out the prospect of uncovering any causal relationship from fiscal variables to interest rates.

Expectations of future fiscal policy are proxied in this paper by projections published by
the Congressional Budget Office (CBO) and the Office of Management and Budget (OMB)
for the federal government’s unified budget deficit, the stock of federal government debt
held by the public, and other fiscal variables, all expressed as percentages of the respective
agency’s own projection of GNP or GDP. The forecast horizon is five years in the future,
which is the longest horizon for which a reasonably long time series of projections is available.

Consistent with the use of 5-year-ahead projections of fiscal variables by the CBO and the
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OMB, the analysis focuses on expectations of future nominal interest rates derived from
forward rates 5 to 14 years ahead embedded in the term structure of interest rates.

The results reported below show that a percentage point increase in the projected deficit-
t0-GDP ratio raises the 10-year bond rate expected to prevail five years into the future by
20 to 40 basis points; a typical estimate is about 25 basis points. The estimates are very
precise compared to most of the literature mentioned below. Similarly, a percentage point
increase in the projected debt-to-GDP ratio raises future interest rates by about 4 to 5 basis
points, and these estimates are statistically significant, too. Importantly, these estimates
are shown to be robust along many dimensions. Moreover, under plausible assumptions
about the persistence of changes in projected deficits, the estimated 25 basis point effect on
interest rates of a percentage point increase in the projected deficit-to-GDP ratio is shown to
be consistent with the 4-to-5 basis point effect of an increase in the projected debt-to-GDP
ratio.

This study is by no means the first to use published projections of future budget deficits.
Wachtel and Young (1987) use CBO and OMB projections to analyze changes in long-term
interest rates on the day of the release of the respective projection.! Unlike those shown
here, their results therefore depend on correctly identifying the unanticipated component of
the release. They find that & $1 billion increase in the projected deficit (at that time roughly
0.025 percent of nominal GDP) raises interest rates by between 0.15 and 0.4 basis points,
depending on the maturity of the interest rate series and the source of the projections. Their
estimates therefore imply an increase in interest rates on the order of 6 to 16 basis points
in response to a percentage point increase in the deﬁcit—to—GDP‘ ratio. However, many of
their estimates are statistically insignificant.

Cohen and Garnier (1991) and Elmendorf (1993) present results concerning the effect of
deficit projections on the change in interest rates between release dates. Like the present one,
these studies are based on the weaker assumption (in comparison to Wachtel and Young’s)
that the deficit projections are good proxies of private agent’s expectations of future fiscal
policy at the time of the release. The projections used in these studies, as well as in Wachtel
and Young, are relatively short — for the current and next fiscal year in Wachtel and Young
and in Cohen and Garnier; for up to eight quarters ahead in Elmendorf. Forecasts at

this horizon are presumably still affected by the state of the business cycle. Cohen and

1Other studies using similar event andlysis are Elmendorf (1996) and Kitchen (1996).
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Garnier address this problem by using projections for the cyclically adjusted federal deficit,
thus in principle eliminating the business cycle effects. Using OMB projections, they find
statistically significant effects of a percentage point increase in the projected deficit-to-GDP
ratio on interest rates on the order of 40 to 55 basis points. Using DRI forecasts, Elmendorf
finds a statistically significant increase in interest rates at maturities up to five years of
about 50 basis points, but the effects on long-term interest rates are smaller and statistically
insignificant. Canzoneri, Cumby, and Diba, (2002) use 5-year-ahead and 10-year-ahead CBO
projections of cumulative budget deficits and study their effects on the spread between 5-
year or 10-year, and 3-month Treasury yields. Their estimates are of similar magnitude as
those reported in Cohen and Garnier and in Elmendorf, but are considerably more precise.

The present study confirms the importance of using measures of long-horizon expecta-
tions of deficits and debt for identifying their effects on interest rates.? It departs from the
previous studies in several respects. Unlike Canzoneri et al., this study uses the level of
interest rates expected to prevail 5 years ahead instead of the slope of the term structure.
As shown below, omitting the near-term component from the long-term interest rate mea-
sures further helps to identify the effects of the fiscal variables. In comparison to previous
studies, I also include additional variables suggested by economic theory in the regressions;
doing so again helps to identify more precisely the effects of fiscal variables on interest rates.
Moreover, I present results concerning the effects of both government deficits and govern-
ment debt on interest rates. Feldstein (1986) argues that the interest rate effects of deficits
depend on how persistent these deficits are assumed to be. The relative magnitudes of the
estimated effects of deficits and the estimated effects of debt reported below are consistent
with the assumption that increases in projected deficits are persistent, but not permanent.
Finally, the fourth section discusses the predictions of the neoclassical growth model — the
simplest general equilibrium framework for this purpose — for the relationship between the
stock of debt and interest rates. Under plausible assumptidns, the empirical results are

consistent with the predictions from this model.

2This point is convincingly illustrated in Elmendorf (1993). He examines the findings of studies that
proxy for expectations of fiscal variables by using forecasts from VARs (see Plosser 1982, 1987, and Evans
1987). Elmendorf shows that these VAR forecasts are poor compared to projections available at the time,
and that the conclusions of these studies are overturned once better measures of expectations are used. For
a taxonomy of studies in this area according to their measurement of expectations sce Gale and Orzsag

(2002).
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2 Specification and Data

The empirical method used in this paper is to regress expected future interest rates on
projections published by the CBO and the OMB for the deficit-to-GDP ratio and the debt-
to-GDP ratio five years ahead, as well as other determinants of long-term interest rates
suggested by economic theory. As regards the latter, the Ramsey model of optimal growth,
combined with a representative household with CES utility, implies that the net real return

on capital, i.e. the real interest rate, is determined by
r=ogg+0

where g denotes the net growth rate of technology, output, and consumption, ¢ is the
coefficient of relative risk aversion, and 6 is the household’s rate of time preference. This
relationship therefore suggests that both trend growth and risk aversion should play a
role in determining yields on risk-free Treasury instruments: an increase in trend growth
should raise interest rates, whereas an increase in risk aversion should lower Treasury yields
because it raises the demand for safe assets. The regressions reported in the next section
are therefore variants of

i = Bo + P1ft + Pagi + Baer + & e

where 7 is the real Treasury yield expected to prevail at some horizon, f; is a fiscal variable,
e.g. the projected deficit-to-GDP ratio, g; is a measure of potential GDP growth, and e; is
a measure of the equity premium discussed below.

The following discussion of the data used in this study is deliberately kept short; more
details can be found in the appendix. From the CBO, five-year-ahead projections for both
the unified budget deficit and GDP (GNP until 1991) are available at an annual frequency
from 1976 to 1984, and at a semiannual frequency from 1985 until the most recent projection
in January 2003. For the early years, the CBO did not publish projections for federal debt
held by the public; those projections are therefore computed by adding the CBQ’s deficit
projections for the current and next five fiscal years to the stock of debt held by the public
at the end of the previous fiscal year. From the OMB, five-year-ahead projections of deficits,
debt held by the public, and GNP or GDP are available at an annual frequency from 1983
on. I also collect projections for the net interest component of outlays, arld for total outlays,

which T will use later on.?

3The 5-year-ahead projections of debt held by the public are of course affected by projected near-term

4
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Figures 1 and 2 show the actual deficit-to-GDP ratios and debt-to-GDP ratios, expressed
as percent of GDP, together with CBO’s and OMB’s five-year-ahead projections. The
projections are shown for the (fiscal) year for which they were made. Clearly, both agencies
made large forecast errors, but this is irrelevant for our purpose. The only relevant question
is whether these agencies’ projections accurately reflect market expectations at the time
the projections were made. While it is impossible to assess that issue directly, arguably
these agencies’ projections are using most of the information about future deficits and
debt available at the time, although in different ways: Whereas the CBO’s projections are
usually based on fiscal policies that have been enacted at the time the projection is made,
the OMB’s projections include the administration’s policy proposals. If market participants
believe that the administration’s policies are likely to pass as proposed, their expectations
may be closer to the OMB’s projections; in other instances, they may be closer to the
CBO’s. It is worth noting that over the sample for which both agencies’ 5-year-ahead
projections can be evaluated (fiscal years 1988 to 2002}, the biases of the CBO projections
(1.2 percent for the deficit/GDP ratio, 5.1 percent for the debt/GDP ratio) are larger in
absolute value than those of the OMB projections (-0.7 percent and -1 percent respectively),
but the standard deviations of the CBO’s forecast errors (2.9 percent and 10.4 percent) are
slightly smaller than those of the OMB (3.1 percent and 12 percent). There is no obvious
reason why investors should prefer one agency’s projections over the other, and below I will
present results using both sets of projections.

For the regressions involving CBO projections, the interest rate data are sampled on
the last trading day of the month of the CBO release. For the regressions involving OMB
projections, I use the value of interest rates as recorded on the last trading day of February,
except in those years in which a new administration took office, when I use observations from
the last trading day of March. Three different interest rate series are considered below: the
yield expected to prevail five years ahead on a 10-year Treasury note, the yield expected to
prevail five years ahead on a 5-year Treasury note, and the {conventional) 10-year constant

maturity Treasury yield.* The first two are measured as simple averages of one-year forward

cyclical deficits; however, the effects of the deficit in any one given year on the stock of debt is generally

small.
“Although' this study focuses on government yields, it should be noted that the results are likely to carry

over to corporate yields. Based on regression analysis, I find no evidence that yield spreads between corporate

bonds and Treasuries, adjusted for cyclical variation, are systematically related to projected deficit-to-GDP
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rates 5 to 9 years and 5 to 14 years ahead, respectively, calculated from the zero-coupon
yield curve.> Nominal interest rates are converted into real interest rates using a proxy for
10-year consumer price inflation expectations that is based on survey data for most of the
sample; details are provided in the appendix. In some regressions the dependent variable
is the real interest rate, whereas in others it is the nominal interest rate; in these latter
regressions, inflation expectations are allowed to enter with a coefficient different from 1.
The series of nominal interest rates and expected inflation, sampled in the months of annual
CBO releases, are shown in figure 3.

For trend growth, I use CBO’s 5-year-ahead projections of the growth rate of real GNP
or GDP as a proxy for agents’ views about the trend growth rate of the economy at a given
point in time. It is also the growth rate that is consistent with CBO’s deficit projections five
years ahead. The equity premium, which is used as a proxy for risk aversion, is calculated as
the dividend component of national income, expressed as a percent of GDP, minus the real
10-year Treasury yield, plus the trend growth rate. I use the value of the equity premium
in the quarter prior to the release of the respective budget projections, assuming that this
is the best available forecast of this variable five years ahead. Because the equity premium
is a function of the real 10-year Treasury yield, the issue of simultaneity of the dependent
variable and this measure of the equity premium is addressed below. Both series are shown

in figure 4.

3 Empirical Results

Table 1 presents some baseline results, using the real b-year-ahead 10-year Treasury yield
as the dependent variable. It reports the estimated coefficients on the deficit-to-GDP and
debt-to-GDP ratios, both expressed as percentages of GDP, trend growth, and the equity
premium; the intercept estimate is omitted from all tables. Also shown are the R?, the

standard error of the regression, the Durbin-Watson statistic, and the number of observa-

ratios.
51t has often been noted that forward rates are biased predictors of future interest rates, presumably

because they include term and/or risk premia. For the 5-year-ahead 10-year interest rate used here, for
example, the bias throughout the 1990s is about 2 percent. Because forward rates are affecting current
interest rates and hence the current cost of capital relevant for business and residential investment, however,

the fact that forward rates may not be unbiased predictors of future interest rates is not a concern.
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tions. The t statistics are based on standard errors using the Newey-West correction for
heteroskedasticity and serial correlation; the lag truncation, based on automatic selection
criteria, is 3 for thé CBO data, and 2 for the OMB data.’?

The first two columns show the results for the largest data set, the CBO projections
including the mid-year updates from 1985 on. The coefficient on the deficit-to-GDP ratio is
0.29 and its ¢ statistic is large. The coefficient on the debt-to-GDP ratio is also highly sig-
nificant, and as argued below, its size appears to be consistent with the estimated coefficient
on the deficit-to-GDP ratio. Trend growth and the equity premium enter with statistically
significant and economically meaningful coefficients. The Durbin-Watson statistics indicate

" some degree of serial correlation in the residuals of both regressions. As shown in columns 3
and 4, omitting the mid-year updates eliminates this problem without significantly affecting
the other results; in the following I will only use the annual CBO data. Columns 5 and 6
show that similar results are obtained using OMB’s projections, except that the coefficients
on the fiscal variables are no longer estimated as precisely as for the CBO projections.

To provide some idea of the interest rate effects predicted by these regressions, consider
the CBO’s annual projections. Between January 2001 and January 2003, the CBO’s 5-
year-ahead projection of the surplus-to-GDP ratio declined from 3.8 percent to about 0.5
percent. The regression shown in column 3 implies that this swing raised the 5-year-ahead
real interest rate by 92 basis points, everything else equal. Similarly, the projected 5-year-
ahead debt-to-GDP ratio increased from about 9.5 percent to 28.5 percent; the regression
shown in column 4 implies that, all else equal, this swing raised the 5-year-ahead real interest
rate by 99 basis points.

Tables 2 and 3 examine the robustness of these results along several dimensions. The
dependent variable in these tables continues to be the 5-year-ahead 10-year Treasury yield.
Despite the use of long-horizon projections, it is possible that the results may not only
reflect the effects of fiscal policy on interest rates, but may also confound those effects with
monetary policy. The early 1980s in particular are an episode in which both projected
deficits and interest rates rose sharply, with the latter arguably driven at least in part
by the Volcker disinflation. The first two columns of table 2 therefore present the same

regressions shown in table 1, using annual CBO projections only from 1985 on — that is,

6A caveat in interpreting the ¢ statistics is that augmented Dickey-Fuller tests do not reject the hypothesis
of a unit root at the 5 percent level for either the dependent variable or for the regressors. In view of the

small number of observations, however, these tests have very low power.
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after the most intense phase of the disinflation had been completed.” As shown in column
1, the coefficient on the deficit-to-GDP ratio is slightly larger, and its ¢ statistic very high.
The results shown in column 2 using the debt-to-GDP ratio are nearly identical to those
for the full sample.

A different approach to assessing the role of the early 1980s is to use nominal yields
as the dependent variable, and to include expected inflation as an additional regressor. As
shown in columns 3 to 6, the coefficient on expected inflation is always estimated to be
larger than 1. This finding may reflect a demand by investors for increased risk premia
on nominal assets to compensate for greater uncertainty about future inflation when the
current level of inflation is elevated (see e.g. Okun (1971) and Ball and Cecchetti (1990)).
In addition, Feldstein (1976) points out that, because taxes are levied on nominal returns,
nominal interest rates have to increase more than one-for-one with expected inflation. Con-
sequently, in these regressions the implied effect of the rising deficits of the early 1980s on
real interest rates is attenuated. This is because, relative to the earlier regressions in which
nominal yields and expected inflation move one for one by assumption, a larger portion of
the high level of nominal interest rates during this period is now attributed to high expected
inflation. Consistent with this reasoning, the estimated coefficients on the fiscal variables
are slightly smaller than those presented in table 1, but still highly significant. Returning
to the example above, the results shown in columns 3 and 4 imply that the revisions to the
CBO'’s projections between January 2001 and January 2003 added about 75 basis points to
5-year-ahead long-term interest rates, all else equal. The improvement in the regression R?
is almost entirely due to the change in the dependent variable, as shown by the nearly un-
changed regression standard errors. Because of the economic arguments mentioned before,
however, the following tables report results for regressions with nominal yields as dependent
variables.

Two issues related to including trend growth and the equity premium in the regressions
are addressed in table 3. The first is how omitting one or both of these variables affects
the estimated coefficients on the fiscal variables. To be concise, results are shown only for
annual CBO data. The first two columns show results when both variables are omitted

from the regression, and the next two columns show results when only the equity premium

"Results using OMB projections from 1985 on are little changed from those shown in table 1, as only the

first two observations are omitted.
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is omitted. Comparing those results to the ones shown in the middle two columns of table
2, we find that the coeflicients on both fiscal variables are quite similar whether one or both
of the non-fiscal regressors are omitted. However, the coefficients on growth are essentially
zero when the equity premium is omitted. For the theoretical reasons discussed in the
previous section, I will continue to include both variables in the regressions.®

A different concern is that the equity premium contains the real 10-year Treasury yield,
and is therefore correlated with the residual. In the last two columns of table 3 I report
results from regressions in which I use the lagged equity premium as instrument for the
current equity premium. Compared to the results shown in the middle two columns of
table 2, the only notable difference is that the ¢ statistics on the equity premium fall to 1.7.
The results concerning the fiscal variables, however, are robust.

Table 4 assesses the effects of using either the current 10-year Treasury yield, or the
5-year Treasury yield expected to prevail five years ahead, instead of the 10-year Treasury
yield expected to prevail five years ahead. For convenience, the last two columns repeat
the results shown in the middle two columns of table 2. The results using the conventional
10-year Treasury yield show clearly that controlling for the cyclical variation embedded in
the short end of the yield curve is important for identifying the effects of fiscal variables
on interest rates.? Once the first five years of the term structure are omitted, the point
estimates using the 5-year-ahead 5-year yield are similar to those using the 5-year-ahead
10-year yield, but not as precise.0

Finally, table 5 considers the effects of using two other combinations of fiscal variables.
The first column in table 5 addresses the concern of reverse causation from the interest rate
to projected deficits through higher outlays on debt service. Here the regressor is the ratio
of the primary deficit, defined as the projected deficit less projected net interest outlays,
to projected GDP. The coeflicient on the primary deficit is larger than the coefficient on

the deficit shown in table 2, and its ¢ statistic about the same. The second column shows

BQualitatively the same results obtain when using OMB projections, except that the coefficient on the
debt-to-GDP ratio in the regression including growth remains significant at the 5% level, with a t statistic
of 2.28. It should also be noted that the coefficient on trend growth remains significant in the regressions

shown in tables 3 through 5 when the dependent variable is the real 5-year-ahead Treasury yield.
9When using the real 10-year yield as dependent variable, however, the coefficients on the fiscal variables

remain significant and of similar magnitude as those reported in the middle two columns of table 1, although
their t statistics are lower than those reported there.

10 Again, the same conclusions obtain using OMB projections.
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the results from including the projections for the primary deficit and total outlays, both
expressed as percentage of GDP, in the regressions. The question is whether the effects of
deficits on interest rates depend on whether the deficits are caused by spending increases or
by changes in the timing of taxes. According to Ricardian equivalence, for example, changes
in projected deficits without changes in government purchases should leave expected interest
rates unchanged. If so, the coeflicient on the projected deficit-to-GDP ratio in a regression
including projected government purchases should be zero. By contrast, the coefficient on
the deficit-to-GDP ratio shown in the second column is even higher than before, whereas
that on projected total outlays is negative, but statistically insignificant. The sum of the
coefficients on the two fiscal variables in column 2 is close to the coefficient on the projected
deficit-to-GDP ratio in column 1, and its ¢ statistic is 2.67. The counterintuitive sign on
total outlays may in part reflect the fact that total outlays include transfer payments as
well as government purchases.'!

Is the result that the estimated coefficients on the deficit-to-GDP ratio are about seven
times as large as the ones on the debt-to-GDP ratio economically plausible? If increases in
deficits were serially uncorrelated, so that the effect of a projected increase in the deficit on
the stock of debt in subsequent years would be simply one for one, the coefficients on the
deficit-to-GDP ratio and the debt-to-GDP ratio ought to be the same. But consider the
opposite extreme, in which every increase in projected deficits is expected to be permanent.
The steady-state effect on the debt-to-GDP ratio of a permanent one percentage point
increase in the deficit-to-GDP ratio is (1 + g)/g percent, where g is the net growth rate of
nominal GDP. Over the sample 1976-2003, this growth rate averaged about 8 percent per
year, implying that the coefficient on the deficit-to-GDP ratio ought to be 13.5 times as
large as the coefficient on the debt-to-GDP ratio. The fact that the estimated coefficients on
the deficit-to-GDP ratio are about seven times as large as those on the debt-to-GDP ratio is
consistent with the view that investors perceive increases in projected deficit-to-GDP ratios

as highly persistent (as they are in the historical data), but not strictly permanent.

1The results shown in table 5 are nearly unaffected when using instead the real five-year-ahead 10-year

yield as dependent variable.

10
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4 Are the Results Consistent with Economic Theory?

A skeptical view of the evidence presented in the previous section would hold that the
identification problems involved in these kinds of regressions are too severe to be ever
completely overcome. One may therefore ask whether the empirical results can be reconciled
with priors based on economic theory. One potential answer to this question, based on
the neoclassical growth model, is sketched below; the argument is closely akin to the one
developed in Elmendorf and Mankiw (1999).)2 Because in the neoclassical growth model
the real interest rate is determined by the capital-output ratio, the discussion below focuses
on the link between the stock of debt and the capital stock, and assesses the plausibility
of the results for the debt-to-GDP ratio reported in the previous section. As Elmendorf
and Mankiw (1999) point out, however, whether it is deficits or debt that matter for the
determination of interest rates depends ultimately on which model of consumer behavior
one assumes. The analysis below therefore illustrates only one particular argument by which
the empirical results can be related to economic theory.

Suppose that an increase in government debt reduces the private capital stock by a
fraction ¢; that is, if D denotes the stock of government debt, and K the private capital
stock, 9K/8D = —c. The parameter ¢ denotes the degree of crowding out, with the
remaining fraction 1 — ¢ being the increase in private savings or capital inflows from abroad
in response to the increase in the interest rate. Assuming factors of production earn their
marginal product, the share of capital in income, s, is equal to the marginal product of
capital times the capital-output ratio k == K/Y. Moreover, the marginal product is equal
to the sum of the depreciation rate d of the private capital stock and the real interest rate
7. Hence we can solve for 7 as r = s/k — d.

The effect of a one percentage point increase in the debt-to-GDP ratio on r can now
be computed by calculating the partial derivative 9r/8D = 8r/8k - 0k/OK - (—c¢). Using
a Cobb-Douglas production function ¥ = K°L'~% we find that k = K[ ~(1=5) and
therefore 8k /0K = (1 — 5)/Y. Putting the pieces together, an increase AD = 0.01Y raises
the interest rate by (1 — s)cs/k? basis points.

The final step in obtaining numerical predictions of the interest rate effects is to choose

values for ¢, s, and k. As an example, consider s = 0.33, consistent with a capital share

124 similar argument is used in Council of Economic Advisers (2003).

11
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in national income accounts data of about 1/3. For the parameter k, consider the BEA’s
estimate of private fixed assets at the end of 2001 ($22.2 trillion) divided by output in
the nonfarm business sector in 2002 (approximately $8.4 trillion). This yields k¥ = 2.5.
The most difficult parameter to quantify is the degree of crowding out, ¢. Elmendorf
and Mankiw (1999) survey a number of studies which show that, under assumptions for
households’ intertemporal elasticity of substitution consistent with household data, the
increase in private savings in response to the change in interest rates is close to zero.
Moreover, recent studies in the vein of Feldstein and Horioka (1980) suggest that roughly
two-thirds of saving in developed countries is retained for domestic investment in the long
run, implying that capital inflows from abroad offset about one-third of the increase in debt.
Suppose, therefore, that ¢ = 0.6. Then a one percentage point increase in the debt-to-GDP
ratio raises the real interest rate by 2.1 basis points. This is only half of the effect reported in
the regressions using the real interest rate as dependent variable, but only slightly less than
the estimates reported in Tables 2 and 3 using the nominal interest rate as the dependent
variable.

It should be noted, however, that the estimate of 2.1 basis points is conservative because
it takes into consideration the endogenous response of output to the decline in the capital
stock, but it omits the second-round effect that the debt-to-GDP ratio is effectively increas-
ing by more than one percentage point. Moreover, as pointed out in the previous section,
increases in projected deficits tend to be highly persistent, and hence a given increase in
the 5-year-ahead projected debt-to-GDP ratio might be expected to be followed by larger
increases in the debt-to-GDP ratio beyond five years into the future. If so, a percentage
point increase in the debt-to-GDP ratio projected five years ahead should be associated
with an increase in interest rates larger than the one implied by a percentage point increase

in the steady state debt-to-GDP ratio predicted by the model.

5 Conclusions

This study has shown that statistically significant and economically plausible estimates of
the effects of government deficits and debt on interest rates can be obtained by focusing on
long-horizon forecasts of future deficits or debt, and future interest rates. The projections of

deficits and debt published by the CBO and the OMB are arguably among the best publicly

12
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available forecasts for these variables. The effects of these projections manifest themselves

at the longer end of the yield curve, as economic reasoning would predict. All else equal,

the results of this study suggest that interest rates rise by about 25 basis points in response

to a percentage point increase in the projected deficit-to-GDP ratio, and by about 4 basis

points in response to a percentage point increase in the projected debt-to-GDP ratio.

References

(1

2

13

4

Ball, Laurence, and Stephen G. Cecchetti. “Inflation and Uncertainty at Long and
Short Horizons.” Brookings Papers on Economic Activity 1:1990, 215-245.

Canzoneri, Matthew B., Robert E. Cumby, and Behzad Diba. “Should the European
Central Bank and the Federal Reserve be Concerned About Fiscal Policy?” In Re-
thinking Stabilization Policy, Federal Reserve Bank of Kansas City 2002.

Cohen, Darrel, and Olivier Garnier. “The Impact of Forecasts of Budget Deficits on
Interest Rates in the United States and other G-7 Countries.” Federal Reserve Board,
1991.

Council of Economic Advisers. Economic Report of the President. Washington, D.C.,

February 2003.

Blmendorf, Douglas W. “Actual Budget Deficit Expectations and Interest Rates.” Har-
vard Institute of Economic Research, May 1993.

Elmendorf, Douglas W. “The Effects of Deficit Reduction Laws on Real Interest Rates.”

Federal Reserve Board, Finance and Economics Discussion Series 1996-44.

Elmendorf, Douglas W., and N. Gregory Mankiw. “Government Debt.” Chapter 25 in
John B. Taylor and Michael Woodford (eds.), Handbook of Macroeconomics, Vol. 1,

Amsterdam: Elsevier Science 1999.

Evans, Paul. “Interest Rates and Expected Future Budget Deficits in the United
States.” Journal of Political Economy 95 (1987), 34-58.

"Feldstein, Martin S. “Inflation, Income Taxes, and the Rate of Interest: A Theoretical

Analysis.” American Economic Review 66 (1976), 809-820.

13



129

[10] Feldstein, Martin S. “Budget Deficits, Tax Rules, and Real Interest Rates.” NBER

‘Working Paper No. 1970, July 1986.

Feldstein, Martin S., and Charles Horioka. “Domestic Savings and International Capital

Flows.” Economic Journal 90 (1980), 314-329.

Gale, William G., and Peter R. Orszag. “The Economic Effects of Long-Term Fiscal
Discipline.” Tax Policy Center, Urban Institute and Brookings Institution, December

2002. -

Kitchen, John. “Domestic and International Financial Market Responses to Federal
Deficit Announcements.” Journal of International Money and Finance 15 (1996), 239-

254.

Kozicki, Sharon, and Peter A. Tinsley. “Shifting Endpoints in the Term Structure of
Interest Rates.” Journal of Monetary Economics 47 {2001), 613-652.

Okun, Arthur. “The Mirage of Steady Inflation.” Brookings Papers on Economic Ac-
tivity 2:1971, 485-498.

Plosser, Charles 1. “Government Financing Decisions and Asset Returns.” Journal of

Monetary Economics 9 (1982), 325-352.

Plosser, Charles I. “Fiscal Policy and the Term Structure.” Journal of Monetary Fco-

nomics 20 (1987), 343-367.

Wachtel, Paul, and John Young. “Deficit Announcements and Interest Rates.” Amer-
ican Economic Review 77 (1987), 1007-1012.

A The Data

The OMB data are taken from the annual releases of the administration’s budget published

in February, or slightly later in years in which a new administration took office. The months

of CBO releases used in this study (releases omitted from the annual data set are marked by
*) are 1/76, 12/76, 1/78, 1/79, 2/80, 7/81, 2/82, 2/83, 2/84, 2/85, 8/85%; 2/86, 8/86*, 1/87,
8/87*, 2/88, 8/88*, 1/89, 8/89*, 1/90, 7/90%, 1/91, 8/91*, 1/92, 8/92*, 1/93, 9/93*, 1/94,
8/94%, 1/95, 8/95*%, 12/95*, 5/96, 1/97, 9/97*, 1/98, 8/98*, 1/99, 7/99*, 1/00, 7/00%, 1/01,

14



130

8/01*, 1/02, 8/02*, 1/03. For the early years of the sample (1976-1982), constructing the
series of both projected deficits and debt entails a choice because the CBO reported different
projections of future deficits depending mainly on alternative assumptions regarding policy
responses to the inflation-induced uptrend in tax receipts. To be consistent across the
entire sample, I used the estimates based on the assumption of no policy change. The
January 1991 projections are not the CBO baseline, but are based on the already legislated
discretionary spending caps, which were the CBO’s baseline for the remainder of the 1990s.
The December 1995 projections are included despite the fact that they were based on a
budget resolution already vetoed by the President. By contrast, the August 1996 update is
omitted because of incomplete projections, given that the annual projections had only been
published in May.

The series of inflation expectations, which is taken from the Federal Reserve Board’s
FRB/US model, consists of three different pieces. Until 1981:Q1, the series is an estimated
step function based on the changepoint model developed in Kozicki and Tinsley (2001).
From 1981:Q2 until 1991:Q2, the series is based on the Hoey survey of decision makers,
which was conducted by Drexel-Burnbam-Lambert, and later by Barclays De Zoete Wedd.
Participants in this survey were polled for their expectation of CPI inflation ten years
ahead. Finally, since 1991:Q3 the series is based on the Survey of Professional Forecasters
conducted by the Federal Reserve Bank of Philadelphia, in which participants are asked
for their expectation of CPI nflation over the next ten years. Thus, while the series is not
ideal for our purposes, it should provide a good measure of inflation expectations over either
of the horizons of the nominal yield series described above. The series is extrapolated to

monthly frequency, and is sampled in the months corresponding to the yield data.

15
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Table 1: Results for Real 5-Year-Ahead 10-Year Treasury Yield

Source of Projections
CBO, Semiann. CBO, Annual OMB
Proj. Deficit/GDP .29 - .28 - .40
(10.83) (12.07) (4.45)
Proj. Debt/GDP - 053 - 052 - 053
(5.52) (5.22) (3.32)
Trend Growth 1.11 1.53 1.02 1.45 1.01 1.51
(4.10) (3.70) | (3.39) (3.10) | (2.69) (2.77)
Eq. Premium -.41 -.45 =41 -.48 -.40 -.36
(4.83)  (3.69) | (4.32) (3.88) | (2.29) (2.05)
R? .61 A4 .65 48 .58 49
S.E. .64 .76 .70 .85 .64 70
DW 1.14 97 2.06 2.07 2.20 2.16
N 46 46 28 28 21 21

Notes: Newey-West ¢ statistics in parentheses.
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Table 2: Results for Shorter Sample and for Nominal Yields

CBO, 1985-2003 CBO, Nom. Yield OMB, Nom. Yield
Exp. Inflation - - 1.19 1.32 1.12 1.16
(5.63) (5.96) (10.88)  (10.37)
Proj. Deficit/GDP .30 - .23 - .36 -
(6.36) (4.17) (3.29)
Proj. Debt/GDP - .053 - .036 - 046
(5.05) (2.46) (2.68)
Trend Growth 1.11 1.58 .68 72 .86 1.26
(3.43)  (3.12) | (1.53) (1.06) (2.28) (2.28)
Eq. Premium -.37 -41 -.40 -.45 -41 -.37
(3.58)  (2.98) .| (4.30) (3.33) (2.41) (2.19)
R? .68 .58 .92 T .90 91 .90
S.E. .56 64 69 .79 64 .70
DW 1.86 2.16 2.05 2.04 2.38 2.33
N 19 19 28 28 21 21

Notes: Newey-West ¢ statistics in parentheses.

Table 3: The Role of Trend Growth and the Equity Premium

CBO, 1976-2003
OLS v
Exp. Inflation 1.23 1.35 1.20 1.37 1.19 1.32
(9.62) (9.96) (4.44) (5.40) | (5.73) (6.29)
Proj. Deficit/GDP 21 - 23 - .23 -
(3.96) (2.60) (3.96)
Proj. Debt/GDP - .030 - .029 - .036
(2.68) (1.54) (2.20)
Trend Growth - .10 -.05 .57 .76
(18)  (07) | (1.14) (94)
Eq. Premium - - - - -.33 -47
.72y (1.70)
R? .89 .86 .89 .86 92 90
S.E. .80 .90 .81 92 71 80
DwW 1.57 1.55 1.59 1.54 1.92 2.02
Notes: Newey-West ¢ statistics in parentheses.
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Table 4: The Role of Forward Rates and Maturities

CBO, 1976-2003
10-Year Yield 5-Y-Ah-5-Y Yield 5-Y-Ah-10-Y Yield
Exp. Inflation 1.62 171 121 1.31 1.19 1.32
(718) (7.85) (5.94) (6.71)  (5.63) (5.96)
Proj. Deficit/GDP | .09 - 19 - .23 -
(1.40) (2.38) (4.17)
Proj. Debt/GDP - 007 - 033 - 036
(.45) (2.14) (2.46)
Trend Growth 73 59 .65 .76 .68 72
(1.25)  (.80) (1.40)  (1.23)  (1.53) (1.06)
Eq. Premium -.72 =72 -.50 -.54 -.40 -.45
(4.93) (413) (3.66) (3.31)  (4.30) (3.33)
R? .93 93 .90 .89 92 .90
S.E. 76 .79 .79 84 .69 .79
DW 147 133 ° 1.50 1.62 2.05 2.04

Notes: Newey-West ¢ statistics in parentheses.

Table 5: Other Combinations of Fiscal Variables

CBO, 1976-2003
Primary Pr. Deficit
Deficit and Outlays
Exp. Inflation 1.22 1.28
(6.63) (6.04)
Proj. Deficit/GDP .32 41
(4.35) (4.75)
Outlays/GDP - -.13
(.97
Trend Growth .58 .48
(1.46) (1.09)
Eq. Premium -.41 -41
(4.16) (3.79)
R? .93 .93
S.E. .68 .68
DW 2.00 2.13
Notes: Newey-West ¢ statistics in parentheses.
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Figure 1: Actual and Projected Deficits as Percent of GDP
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Figure 3: Interest Rates and Inflation Expectations
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Chairman Greenspan subsequently submitted the following in response to written questions
received from Congressman Luis Gutierrez in connection with the House Committee on
Financial Services hearing of April 30, 2003:

Question:

Mr. Greenspan, during your testimony on April 30, 2003, I inquired about Treasury’s
recently released final rule regarding Section 326 of the USA PATRIOT Act, which
provides guidelines for financial institutions to identify their customers.

The final rule says that “if the customer is a non-U.S. person and does not have a
U.S. taxpayer identification number, the bank may obtain an identification number
from other form of government-issued document evidencing nationality or residence
and bearing a photograph or similar safeguard.”

Under the rule, therefore, financial institutions could have the flexibility to accept
government-issued IDs, such as the Mexican matricula card, to allow their nationals
to open bank accounts in the United States.

As you know, there are approximately 28 million foreign born people in the U.S. and
the matricula consular represents a common-sense step in enabling them to access our
financial system.

Being able to open a bank account ensures that individuals will not have to rely on
unregulated check-cashers. It also helps lower the transfer costs for remittances that
are sent abroad because it permits the use of regulated financial institutions, such as
banks and credit unions, that offer better wire transfer rates.

More importantly, this rule protects immigrants from being increasingly vulnerable to
crime and theft. The matricula consular represents a strong sense of security for
those who no longer have to carry their paychecks around with them in cash.

During the hearing, I asked you whether you agreed that the acceptance of the
matricula card is an important and fundamental step in helping better monitor who'’s
accessing our financial markets and, at the same time, whether you believed this card
provides an opportunity for financial institutions to tap new customers that could
serve as an important channel of economic growth that our country needs to positively
stimulate markets. Finally, I asked you whether the Federal Reserve was prepared to
take a position on the acceptance of the use of the matricula consular?
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At that time, your response was that you would prefer to “go back and take a look at
some of the details of the argument here and perhaps respond to you in writing to give
you a more informed view than I could at this particular point.”

Now that you have had more time to study this issue, could you please inform me of
the Federal Reserve’s views on these types of identification cards and whether you will
take a position on the acceptance of the use of the matricula consular, and if so, what
would that position be?

Answer:

Any mechanism that improves the process for verifying identity--which banking
institutions must undertake when opening account relationships--is important to helping
better monitor access to our financial markets. Identification systems that offer reliable
verification increase opportunities for financial institutions to standardize processes for
opening accounts and expanding their customer base. They enhance opportunities for
consumers to participate in mainstream banking, improving their ability to access more
competitive or responsive services. Such effects can improve banking market operations
and contribute to economic growth by increasing overall competition and efficiency.

While facilitating access to banking services, any government-issued identification
cards also can present problems and the possibility of fraud. Consequently, it is important
that banking institutions adopt necessary measures to reduce their potential exposure to
fraud. ‘The Federal Reserve expects institutions to conduct due diligence--to assess and
mitigate the risks of liability--with respect to all of their accounts, including those opened
based on the matricula consular.
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Ehe New Hork Times
SUNDAY FEBRUARY 2, 2003

Are We Really Cutting Taxes -
T eomon Or Just Raising Them On Our Kids?

With the recovery still singgish and the dua} prospects of war in Iraq snd terrorism st home weighing down on busicess and consumer confidence, President Bush deserves credit for proposing

steps to spar the economy. Yet less than 9 percent of the 10-year S670 billion tax cut he bas proposed would have an impact this year ~ a stimulus amounting to less than 6 tenths of one percent
of GDP. Most of the cnt is scheduled for later years when the main effect may simply be to enlarge the long-term deficit. A responsible plan would combine an effective dose of short-term Fiseal
stimulus with plenty of long-term fiscal restraint. We sbould make any new tax cut ¢ffective immediately, target It at houscholds likely to spend rather than save the money, and avoid provisions
that canse growlng revenue Joss over tme, We urge leaders to remember that the 10-year budget outlook is rapidly deterlorating. A projected $5.6 triltion surplus has turned lnto a likely deflcit
of at least $1.5 trilllon ~ even If the Sociat Security surphus ly included and befare any new tax cuts or spending initiatives are enacted. Morsover, the baby hoomers’ retirement looms fust over the
borizon. Let's be sure that a Lighter tax harden on us today doesn’t mean an even heavier burdea on our chlldren tomarrow.

Guns and Butter and Tax Cuts: Can We Have it All?

To enact permanent new tax cuts in the face af large mew spending pressares — such as the praspect of & war In Iraq and the inevitable post-war costs, massive hut indlspeasable homelend seourlty
nceds, and & major prescription drug add-on for Medicare — Is to proclaim that Ameries can paialessly have 1t all. Unfortunately, we can’t. Sooner or later someone has to pay the bills for guns and
butter and tax euts. Many worry about “class warfare.” Almost na one secms concerned sbout another kind of warfare — “generational warfare.” Yet that's what we risk if we continve to live beyond
our means and pass the IOUs to our children and grandchildren.

A $25 Trillion Fiscal Millstone: Shouldn’t the Gevernment Use Honest Accounting Too?

The truth s, fnture generations are already burdened by an off-the-books obligation of 325 triion. This fiscal millstore represents the unfunded benefit obligations of federal entitlement programs
such as Social Secarlty and Medleare — that is, the total value of bepefit promiser accrued to date for which nothing has been saved. It is equivalent to the total amount of money that would have
10 be set aside In Interest-earning accounts, starting today, to pay for all of the unfunded beneflts that have thus far been promised to workers and retirees, No amount of flscal stimalus or “pro-
growth” tax cuts will come close to Hfting this $25 trillion millstone, If a private corporation ran up unfunded beneflt promises of $25 trillion someone wonld go to jail. In the private sector, federal
law requires such benefit obligations to be amortized over 30 years and recorded as an sanual charge ageinst revenues, Pofiticians have jastifiably crificized recent carporate accounting seandals,
but if the federal government required itself to recognize the true cost of the benefit obligations on its own balance sheet, the anoual charge wonld be $1.7 trillion. Recognizing this charge o next
year’s budget would produce an honest accrual-based deficit approaching $2 trillion ~ a sobering perspective for policymakers eager to incur new lang-term debt.

When Is 2 Tax Cut Not a Real Tax Cut?

Many advocates of permanent fax cuts apparently believe that debt is a painless alternative to taxes. In fact, deficits merely shift the tax burden toward the future. But iaven’t we shifted more than
enough burdens onto our children and grandchildren already? According to the Socia} Security and Medicare trustees, these two programs slone are on track to consume between a quarter and
a third of worker payroll. That is an unthinkable tax burden. Addlsg more would be unconscionable, At a time when the young men and woren of the armed forces are being asked to risk the
ultimate sacrifice, are the rest of s to “sncrifice” by shifting even more of our tax burden onto thelr future paychecks?

If polleymakers desire ta reduce or eliminate the “double taxation” of corporate dividends, such structural reforms should be {ramed a5 a comprehensive revenue-nentrsl package to avoid
worsening the long-term defleir, Redueing the taxation on dividends may margially Improve personsl savings but the loss In federal revenue adds directly to the federal debt and in the long run
subtracts dollar-for-doliar from desperately needed national savings.

Fiscal respossibility requires tongh choices on both revennes and spending, Speading restraint, i turm, requires measures that restrain the cost of major entitlement programs. While fundamen-
tal reform of Social Security and Medicare Is needed, entitlement reform has been discussed, debated and deferred on a separate track from taxes. It cannot be. Tn the long run, proposing tax cuts
while proposing substantial spending increases s not a real tax cut at all

America at a Crossroads

The nation now faces two history-bending challonges: global terrorism and globsl aging. Meeting the first will require marshalling pew resoutces far above the extra spending already legislated.

We know that raeeting the second will test the ability of saciety to provide & decent standard of living for the old without impasing a erushing tax burden on the young. America should not approach

this fiscal gauntlet cneumbered by deflcits as far as the eve can sse. la bis State of the Union Address, President Bush said, “This country has many challenges...we will not pass along our
problems to other Congresses, to other Presidents, and other gencrations.” The Concord Coslition strongly agrees with the President. But turning this worthy sentiment into reality requires
‘making hard cholees such e avolding tax cuts we can't afford and reforming entiflements to put our budget on a snstainable trajectory — and facing up to the required sacrifice. The alternative Is
to contlave o pretend that our cholces have no consequences snd saddle our kids and grandidds with taxes that will soon Tamp up to unsustainable levels.

A 825 TriLLION MILLSTONE OF UNFUNDED OBLIGATIONS
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Civil Service and Social Security Medicare Total
Military Retirement $19.5 Trillion $12.5 Triltion $24.8 Trillion
$1.8 Trillion

Source: Office of Management and Budgetard U.S. Depanment of Treasury
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